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FOREWORD 


It is never a simple matter to find an appropriate manner in which to 
honor an associate who has retired. We have all experienced the conven- 
tional American procedure of staging a testimonial dinner at which an ap- 
preciative audience, filled with high-calory food, listens to eulogies by vari- 
ous and sundry speakers, after which frequently a commemorative gift is 
presented. In honoring Professor Summers last fall on the twentieth an- 
niversary of the first publication of his multi-volume treatise on oil and gas, 
the Dean and faculty of the College of Law of the University of Illinois 
achieved, it seems to me, a particularly felicitous approach to this problem. 
True, a dinner was held at which there were expressions of grateful ap- 
preciation to Professor Summers for his unique contributions to the law of 
oil and gas. And his publishers made certain that the gift phase of the 
affair would be generously fulfilled. 

But the outstanding feature of the occasion was the two-day short 
course at which were presented the thought-provoking, useful papers which 
are reproduced in this volume. This was indeed a well-chosen vehicle by 
which to honor a fellow educator who had been one of the University’s 
illustrious faculty members since 1920. 

Professor Summers received his A.B. and LL.B. degrees from Indiana 
University, and Yale conferred on him the degree of Doctor of Law in 1912. 
After three years in private practice he began his career as a law professor 
at the University of Florida, moving to the University of Kentucky for two 
years before entering upon his work at the University of Illinois, where 
with brief leaves of absence he remained until his retirement. 

Although Professor Summers taught fifteen or more different subjects 
during his academic career, his primary interest was real property, and it 
was fom this viewpoint that he approached the fundamental questions in 
oil and gas law. While he was at the University of Kentucky he was asked 
to introduce a course in the comparatively new field of oil and gas. One of 
the first acts of the young professor was to inquire into the nature of the 
landowner’s interest in the oil and gas underlying his property. This led 
him into the law reviews and soon he received a request to prepare a case 
book on his new subject. His reply was that he didn’t as yet know enough 
about this field to prepare a collection of cases for classroom use. He did, 
however, agree to prepare a textbook for lawyers. It was not until eight 
years after his initial exposure to oil and gas law that the first edition of this 
text was published. This was a one-volume work, and it appeared in 1927. 
In 1930 he began re-writing the text into what was to become the permanent 
edition. Again it required eight years of painstaking effort before the 
printed text came from the presses. Consisting at first of eight volumes, it 
has been revised from time to time until now there are twelve, and it has 
been kept current with annual, cumulative supplements prepared by the 
author himself. 





Professor Summers also made notable contributions in the field of oil 
and gas conservation, and as an adviser in the Restatement of the Law of 
Real Property. The oil and gas conservation act which he drafted at the 
request of the Illinois-Indiana Petroleum Association has been enacted in 
whole or in part in at least fifteen states and the Oil Compact Commission 
asked permission to use it as a model conservation act. While many other 
attorneys have had important parts in conservation legislation, the Sum- 
mers draft was the basis of most state conservation acts. 

If, however, one must select the single most significant phase of Pro- 
fessor Summers’ work, it will be difficult not to give first place to his re- 
lentless efforts to clarify the law with respect to the nature of the land- 
owner’s interest in oil and gas. The confusion of the early cases was in- 
credible, and statements on this subject were often made by judges who 
obviously had given the point only a very cursory consideration. But this 
topic was only one of the dozens of complex problems facing the author 
and which he treated with insight, imagination, and scholarship. 

Finally, how do bench and bar rate Summers’ treatise on oil and gas 
law? In twenty-five states, and in federal courts including the United States 
Supreme Court, more than 275 opinions have cited and quoted Summers on 
Oil and Gas more than 500 times. When announcements of the testimonial 
dinner were sent out, scores of letters were received which spoke of the 
daily need for these volumes. Several attorneys referred to it as the “bible” 
on oil and gas law, and one enthusiastic distaff member of the bar stated 
she would be unable to practice for a single day without Summers at her 
side. 

Perhaps the most accurate summation was by a life-long colleague who 
wrote, “Reading thousands of cases, analyzing, classifying, organizing, 
writing, revising, rewriting, not merely for days and weeks but for months 
and years, constituted the investment he put into the vast undertaking 
which resulted in the monumental work which bears his name.” We might 
add that an understanding wife and family added no small part to the suc- 
cess of the enterprise. 

When preparing this foreword I wrote to Professor Summers (Walt, as 
many of us know him) to verify certain information. The closing sentence 
of his reply read, “Try to stick as closely as you can to the truth in writing 
this foreword.” As I review what I have said I sense that instead of enlarging 
upon the facts I have actually fallen short of the truth, for in no area of 
knowledge with which I am acquainted does any author occupy the pre- 
eminent position which Professor Summers holds in the law of oil and gas. 


Cyrus S. GENTRY 
General Counsel (Retired) 
Shell Oil Company 
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THE OIL AND GAS LEASE IN 
THE MIDWEST 


BY FRED W. FILE * 


WE ARE CONCERNED HERE with the oil and gas lease as a written 
contract. We will review the express provisions of a typical lease. This is 
the part of the iceberg that is visible. Professor Merrill and others contribut- 
ing to this symposium will tell you of some of the submerged provisions 
which the lawyer cannot find in the written lease no matter how carefully 
he may search the printed provisions. Only the briefest introduction can 
be made here to the various clauses which will appear in the typical lease. 
It is hoped that a review of the historical development of the lease and a 
statement of the problem which a particular clause was designed to meet, 
with some comment on how the clause fulfills the assigned task, will give a 
perspective of the lease as a whole. The practitioner is thus provided a 
position from which to view a burning question submitted by a client as 
to his rights or obligations under a particular lease and has a starting point 
from which to make further research. 

There is no lease form which can be held up and announced as “the 
Midwest lease.” The typical lease is like the reasonably prudent man in a 
negligence case. We all talk about it but never produce it. The lease form 
which appears as section 1156 of Summers on Oil and Gas is declared to be 
a reasonable and prudent one; for the rest of this discussion, this form will 
be deemed to be typical. This form has been reproduced as an appendix to 
this article! with titles for the separate sections being added for identifica- 
tion. Reference to this form should be had when the separate paragraphs 
are later discussed. 

While most leases are prepared by counsel of lessees, it does not follow 
that such contracts are one-sided. There are frequent statements by Illinois 
courts and those of other jurisdiction to the effect that an oil and gas lease 
is to be considered the same as any other contract.? Counsel for lessees who 
draft lease clauses which have received wide use have used an objective 
approach designed to give both parties reasonable protection in the event 
the enumerated future happening should occur. In normal business situa- 
tions, the party having or making the largest investment usually drafts the 
contract, be it an ordinary lease by landlord, a sale by a manufacturer, 
or a ticket prepared by rail or airline. The party with the largest invest- 


* FRED W. FILE. A.B. 1938, LL.B. 1941, University of Illinois; Northern 
Division Attorney, The Carter Oil Co., Billings, Montana. 


1See p. 483 infra. 

2 Lamczyk v. Allen, 8 Ill. 2d 547, 134 N.E.2d 753 (1956); Minerva Oil Co. v. Sohio 
Petroleum Co., 336 Ill. App. 372, 84 N.E.2d 167 (4th Dist. 1949); Land Comm’rs v. 
Couch, 298 P.2d 452 (Okla. 1956). 
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ment insists upon limitations on its risk and obligations, but the agreements 
are not all one-sided. Further, in the oil and gas field, the courts have been 
ever ready to insert an implied covenant to correct any omissions or over- 
reaching in the draftsmanship. 


Whuat Is an O1t anp Gas LEASE? 


Professor Summers, in his treatise on Oil and Gas, points out that the 
courts have held an oil and gas lease to be a deed, a lease, a sale, a license, and 
an optional contract; and the legal interest created by a lease to be a profit a 
prendre, a corporeal hereditament, an incorporeal hereditament, an estate 
in land, not an estate in land, an estate in oil and gas, not an estate in oil and 
gas, a servitude, a chattel real, real estate, an interest in land, not an interest 
in land, personal property, a freehold, a tenancy at will, a property interest, 
and a relation of landlord and tenant.2 The Illinois court has held that under 
a lease the lessee does not acquire an interest which will support ejectment 
or any other real interest, that the lease creates a freehold, and that while a 
corporeal interest cannot be created in oil and gas, the lease does create a 
corporeal interest. This portion of the treatise ends with a plea that courts 
and legislatures quit trying to classify the oil and gas lease as one of the 
common-law interests in property and that the lease be recognized for what 
it is, namely, a modern instrument for modern oil and gas development— 
that it be recognized as an oil and gas lease. 


Historical Background 


Professor Summers suggests that the beginning student of oil and gas 
law is likely to be impatient with any discussion of the historical develop- 
ment of the oil and gas lease. But, he says, Justice Holmes once said that 
to a student of real property law, a page of history is worth a volume of 
logic. Summers concludes that the statement is applicable to oil and gas law, 
for the provisions of the lease are better understood when viewed in the 
light of the purpose for which they were written.5 

The form of the lease has developed with the science of oil and gas 
production. In this case we know which came first, the chicken or the egg. 
A copy of the first recorded oil lease, executed six years before Drake’s well, 
and the leading features of the Drake lease are reproduced as an appendix 
to this article.* The oldest lease which appeared in titles I have examined 
covered a tract in western Kentucky along the Ohio River. The lease was 


3 1A SuMMERé, Orr AND Gas § 152 (1954). 

*Id.§ 162. 

5 Summers, Equitable Relief From Termination of Oil and Gas Leases for Failure 
of the Lessee To Meet the Requirements of the Drilling and Delay Rental Clauses, 
5TH Inst. on Orr & Gas Law & Tax. 1 (Southwestern Legal Foundation, 1954). 


6 See p. 482 infra. 
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_dated about 1865. It was for a 99-year fixed term carrying a royalty of Ko 
with a stipulation that the lessor was to furnish his own barrels. Most early 
leases were for a definite term of 10 to 25 years, with 15 being the most com- 
mon. The relatively short fixed term proved unsatisfactory to the lessee, 
for at the end of the term he lost all future production and gave up his in- 
vestments. The reluctance of lessees to develop additional wells toward the 
end of the term resulted in loss of royalties to lessors. After experimenting 
with renewal options and other devices, the “thereafter” clause was devised 
which would continue a lease throughout its productive life. 

Most of the early leases were entered into with an immediate plan of 
the lessee to undertake drilling. The lease either contained an express cove- 
nant to commence development at an early date, or the court found such a 
covenant to be implied. At the same time the “thereafter” clause was being 
developed to extend the term of the lease during production, clauses were 
being added to provide for the payment of delay rental as an alternative 
to the obligation to commence immediate drilling operations. One form 
of lease in use at the turn of the century contained no fixed term; by paying 
annually the stipulated delay rental, the lease could be extended indefinitely 
without production or drilling activities. These no-term leases did not fare 
well in the courts. Some courts held that the leases were so unfair that they 
would not be enforced against lessors. Others, notably the Indiana courts, 
held that a lessor could refuse a rental and demand immediate development 
under pain of forfeiture. Between 1903 and 1907 there were eleven reported 
decisions by the Indiana courts to that effect. This seems to have concluded 
the matter, for since 1907 there appears to have been only one reported 
Indiana case dealing with a lessor’s right to refuse a delay rental, and in that 
case the court found that the particular language made the old cases in- 
applicable to the case at bar.? The old opinions do not spell out that the 
decisions are limited to the no-term leases which were involved. On their 
face, these opinions support the contention sometimes raised by lessors under 
modern primary-term leases that such leases can be terminated if there is 
not satisfaction of a demand for reasonably prompt development made in 
conjunction with refusal of a rental. These decisions should not be applic- 
able to modern leases, but an attorney for an Indiana lessee may still find the 
old decisions quite troublesome. 

Around 1890, two types of delay rental provisions appeared, one was in 
the form of “drill or pay,” the other “unless.” The “drill or pay” leases, 
which were the most widely used, were for a fixed term (usually ten years) 
and as long thereafter as producing. During the fixed term, the lessee agreed 
to pay a stipulated annual delay rental until development was commenced. 
After the courts held that upon a failure to pay rents a lessor might sue 
either to cancel or to recover the rents, lessees added a surrender clause 


™New Harmony Realty Corp. v. Superior Oil Co., 31 N.E.2d 673 (Ind. App. 1941). 
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providing that the lessee might at any time release the lease and avoid any 
obligation to pay rentals. Lessees, of course, took a very dim view of being 
obligated to pay delay rentals after the lease had been condemned by a dry 
hole. Some surrender clauses required a cash consideration to be paid at 
the time of surrender; others did not. Some federal courts refused to 
enforce leases containing such clauses in a drill or pay lease against a lessor, 
and there were indications in the Illinois cases of Poe v. Ulrey® and Wat- 
ford Oil & Gas Co. v. Shipman,’ and in the Oklahoma case of Kolachny 
v. Galbreath, to the effect that a lease which can be terminated at the 
option of the lessee is valid but that because the surrender clause effectively 
makes the lease unenforceable against the lessee, equity will not enforce it 
against the lessor. In 1916 the Oklahoma Supreme Court in Brown v. 
Wilson? held that the “drill or pay” lease with a surrender clause be- 
came unilateral after the first year, and that it then became a mere option 
terminable at the will of either party; the court considered the bonus as a 
payment to support the lease for the first year only and not the entire 
primary term. Oil company lawyers in that state were then convinced that 
the “drill or pay” lease had to go. It should be observed that the court’s 
conclusions would have been equally applicable to the “unless” leases then 
in use. Mr. James Veasey, General Counsel of The Carter Oil Company, 
together with other Oklahoma lawyers, re-drafted the “unless” lease, adding 
a “down payment clause” reciting that the bonus would be considered as 
consideration for the option to pay rentals. Their draft is the direct ancestor 
of most leases in use today. There are several versions of how the draft was 
named, but it has been clearly established that it was the printer who desig- 
nated this new lease as the “Producers 88.” By the time that Brown v. 
Wilson was overruled two years later, the new “unless” clause had already 
gained wide acceptance. New requirements of the industry have seen the 
addition of the pooling clause, shut-in gas clause, authorization of seismic 
activities, and other additions to the form, but the basic approach has not 
changed. Most all modern leases show in some form the words “Producers 
88” in the upper left hand corner. It is reported that many lessors will not 
sign a lease that does not contain these words and that in some parts of 
Kansas and Oklahoma, no lease is acceptable which does not show that it is 
a “Producers 88” lease printed by the Kansas Blue Print Company. 

Now, let us examine the separate clauses of the “Producers 88” lease 


8 Huggins v. Daley, 99 Fed. 606 (4th Cir. 1900); Federal Oil Co. v. Western Oil 
Co., 112 Fed. 373 (D. Ind. 1902). 


© 233 Ill. 56, 84 N.E. 46 (1908). 
10 233 Ill. 9, 84 N.E. 53 (1908). 
1126 Okla. 772, 110 Pac. 902 (1910). 


1258 Okla. 392, 160 Pac. 94 (1916), overruled in part, Rich v. Doneghey, 71 Okla. 
204, 177 Pac. 86 (1918). 
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which has been declared for the purposes of this presentation to be a typical 
-lease. 


THE GRANTING CLAUSE !8 


The initial paragraph of the lease dates the instrument and identifies the 
parties. Then follows the granting clause. Early leases granted and let the 
leased premises for oil and gas without any enumeration of the incidental 
or additional rights which a lessee might enjoy. Growing knowledge of the 
nature of oil and gas and of exploration and production have added addi- 
tional provisions to the basic grant of “the right to mine and produce oil 
and gas.” At a time when it was contemplated that the lessee would com- 
mence drilling operations with little or no prior exploratory work, the right 
to mine and produce was entirely adequate. No doubt, courts would have 
permitted a lessee to adopt new exploratory techniques and to take possession 
of all substances recovered with the oil and gas without any further amend- 
ment to the granting clause. However, counsel for lessees, rather than risk 
an adverse decision, added to the grant such additional rights as appeared 
desirable and necessary for the lessee to have for the proper operation of 
the premises for oil and gas. Thus a series of amendments enlarged “the 
right to mine and produce” to include “the exclusive right of prospecting, 
employing geophysical and other means, drilling, mining, operating for, and 
producing.” “Oil and gas” has likewise been enlarged to include “oil or gas, 
or both, including but not as a limitation casinghead gas, casinghead gasoline, 
gas condensate (distillate), and any substance, whether similar or dissimilar, 
produced in a gaseous state.” 

In addition to enlarging the granted rights, draftsmen have deemed it 
advisable to add specific additional rights to aid the lessee in operating not 
only the leased premises but also other nearby tracts. Additional rights in- 
clude surface installations such as pipelines, roads, ponds, tanks, and injec- 
tion rights for the economical operation of the leased premises alone or 
conjointly with neighboring lands. Here a new right has been granted, for 
there would be no implied right to use the leased lands in conjunction with 
other operations under the basic clause. This addition imposes no great 
burdens on lessors, but it may be very valuable to lessees. If all wells in the 
area produce salt water, the operator should not be required to drill separate 
disposal wells on each lease. Rather, the lessee should have the right to col- 
lect all the salt water and dispose of it in one disposal well. Likewise, the 
lessee should have the right to extend a pipeline or a road serving one lease 
on to an adjoining lease. 

While the clause recites that the rights to explore are exclusive, it is by 
no means clear that such is the case. In our “typical lease” there is a further 
reference to the exclusiveness of the lessee’s rights in one of the miscellaneous 


18 See p. 483 infra. 
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clauses which will be discussed later. Space does not permit a full discussion 
of the exclusiveness of the lessee’s exploratory rights. It is sufficient to say 
that courts have not yet provided an answer and that writers on the subject 
are not in agreement. It would seem that the provisions of the lease contract 
should determine the respective rights of the parties.1* 

Some leases grant “other minerals” in addition to oil and gas. When 
this is done, it is advisable to show in the title that the lease covers “oil and 
gas and other minerals.” Also, in addition to the grant of the “other 
minerals” in the granting clause, reference should be made to them in the 
royalty clause and to mining in the habendum and rental clauses. Leases 
including other minerals usually provide a 10 per cent royalty on such 
substances. In years past, there has been substantial litigation in Illinois and 
other states over the question of whether coal and other minerals includes 
oil and gas. Now that the question has been settled in most all jurisdictions 
as including hydrocarbons under a grant of coal and other minerals, a new 
controversy has arisen as to whether a grant conveying oil and gas and 
other minerals includes uranium. The limited decisions clearly indicate that 
the grant will include the newly sought for mineral. North Dakota has a 
statute which declares that uranium, coal, clay, and gravel, must be spe- 
cifically mentioned to pass by a mineral deed or lease.15 

The land description is a part of the granting clause. The rules of law 
relating to descriptions in deeds are equally applicable to oil and gas leases. 
Following the description and as a satellite thereto, there has been added 
what is called the “Mother Hubbard clause.” Its primary purpose is to con- 
vey along with the main body of land described in the lease any small 
tracts which may be used as an adjunct thereto but not included in the legal 
description which appears in the lease. This would include lanes, private 
roads, errors of survey, strips acquired by adverse possession, and other 
tracts outside the limits of the described premises. Prior to conservation 
statutes, the omission of small tracts could be very troublesome, for a sub- 
sequent lessee of an omitted tract might drill an indefinite number of wells 
along the strip. Conservation laws have reduced the amount of havoc 
which can be caused by strip drilling, but no lessee likes to encounter an 
omitted strip. Thus, the wide use of the “Mother Hubbard clause.” Courts 
generally have held the clause to bring into the lease the undescribed adjacent 
lots or strips. 

One federal oil and gas case of interest arising in Illinois which went 
to the court of appeals !* involved the claim of a prior owner of a tract of 
land to the bed of the creek which ran through the land. Prior to oil and 
gas activity the owner had sold that part of the tract north of the creek and 


14 See Hull, Oil and Gas Lessee v. Seismograph Licensee, 21 Oxta. B.J. 1503 (1950). 
15ND. Laws 1955, c. 235. 
16 Carter Oil Co. v. Watson, 116 F.2d 195 (7th Cir. 1940). 
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by a separate deed to another grantee sold that part south of the creek. 

. The contention was made that the fee to the bed of the stream had been 
retained for the purpose of trapping muskrats. One oil operator was so 
convinced by the story that he commenced drilling operations in the center 
of the stream under a lease from the former owner. Though the case in- 
volved a construction of the deed, it illustrates the type of litigation which 
can be avoided by the use of the “Mother Hubbard clause.” 

Some attempts have been made to limit the clause to unintentionally 
omitted tracts negating an intention to lease large abutting tracts which 
both parties clearly intended to omit from the lease. Concern that an 
enumeration of the situations covered by the clause will result in excluding 
other omissions has led most draftsmen to continue the general inclusive 
words. The unlimited clause works best in a general form. Appropriate 
amendments can be made to limit the clause in the isolated instances in which 
the broad language does not express the intentions of the parties. 


Tue HABENDUM oR TERM CLAUSE 27 


The granting clause fixes the nature of the estate granted, the term 
clause its duration. Early leases which were for a definite primary term and 
as long thereafter as producing, used a very simple clause reciting that “this 
lease shall remain in force for ten years, and as much longer as oil or gas 
shall be produced therefrom.” In form, this is a clause of limitation which, 
when operative, terminates the estate. Thus, equitable considerations should 
not extend the lease which has expired by its terms. Some courts have 
granted relief when there was no production at the end of the primary term 
but the lessee was diligently attempting to obtain it. Most applied the clause 
literally. This has led to the insertion into the clause of other circumstances 
which will prevent the lease from terminating. The most obvious situation 
in which the lessee needs the lease to continue occurs when the fixed term 
ends prior to production but when drilling operations are being conducted 
on the lease. In some cases, the lessee may have been too dilatory about 
commencing a well. In others, unforeseen difficulties may have been en- 
countered when drilling. To avoid the problem, an addition has been 
made to the term clause providing for the continuation of the lease if drill- 
ing operations are being conducted on the last day of the lease and for so 
long thereafter as such operations are continuous and during any subsequent 
production. There was still some doubt as to whether after the primary 
term production could be halted for re-working, deepening, or other opera- 
tions without terminating the lease. Our typical form provides that so long 
as either one or the other (drilling operations or production) are had on or 
from the lease, it will continue, with a free right of substitution. Even with 
these additions, some rather arbitrary results can occur. A lessee who com- 


17 See p. 484 infra. 
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pletes a dry hole the day before the primary term expires cannot commence 
a second test after the term; while if he had been dilatory and taken two 
more days in drilling the dry hole, a second test could be commenced within 
sixty days without the lease terminating. 

Most courts require the lease to be producing in paying quantities, 
whether or not the term so states, in order to extend its term. Here, paying 
quantities means the value of the current production must exceed current 
producing costs. There is an old Illinois case to the effect that any produc- 
tion, whether or not in paying quantities, will continue the lease.18 

Of course, if drilling operations are to continue a lease, they must be 
conducted in good faith. In Hughes v. Ford,'® the drilling of a 20-foot hole 
with a water well rig into which was stuck a 33-foot casing, was held not 
to amount to the commencement of a well for oil and gas. 

Some forms require that the well be drilling on the last day of the term. 
When this is present, operations to commence drilling are not sufficient to 
continue the lease in force. Under the “Producers 88” lease form, com- 
mencing operations is sufficient. There is no necessity that the lessee must 
be “making hole” on the last day. 


THE Royatty CLAuSsE 2° 


The next item in the lease is the royalty clause. This provides for the 
payment of a portion of the produced leased substances to the mineral 
owner as his share or royalty. The term “royalty” has come to us through 
the old method of granting mineral concessions from the crown under a 
provision for the payment to the crown of a specific portion of the minerals 
discovered. This was known as royalty. The term is a complete misnomer 
with respect to our own oil and gas transactions. However, it has become 
so firmly fixed in the minds of the oil fraternity that the lessor’s share or 
royalty is now actually used to designate an interest in the oil and gas as 
well as the interest which he receives under an oil and gas lease. To avoid 
confusion, the lessor’s interest in the oil and gas actually should be referred 
to as his mineral interest and the payment or interest which he receives in 
production under the lease as his royalty interest. 

Originally, reaching agreement on a royalty was a matter of bargaining; 
it might be %, %, or any fraction depending on how good a bargain the 
parties might make, but in time and by a process of elimination, the % 
fraction was arrived at as being that under which the lessee could afford 
to operate with the prospect of a reasonable profit and, at the same time, 
under which the lessor might have the expectation of a maximum return. 
It is obvious of course, that when the lessee is compelled to pay exorbitant 


18 Gillespie v. Ohio Oil Co., 260 Ill. 169, 102 N.E. 1043 (1913). 
19 406 Ill. 171, 92 N.E.2d 747 (1950). 
20 See p. 484 infra. 
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royalties, such as 4 or %, his operations will prove unprofitable at an earlier 
~ date and the lease will be prematurely abandoned. Further, high royalty 
cost will discourage exploration and prevent the drilling of wells which 
might have been drilled if subject to a lower royalty. Therefore, generally 
speaking, the lessor is not penalized by reason of the % royalty provision. 
The lessee will continue to operate much longer under a % royalty than 
he will under a more burdensome provision. In most instances, the bargain- 
ing concerns the amount of the bonus rather than royalty. Increasing the 
royalty has an adverse affect on the bonus. Most mineral owners who have 
valuable rights to lease are content to accept any premium for a lease on 
their interest in the form of a larger cash bonus rather than a higher royalty. 
It is one of the most singular features of the business of leasing for oil 
and gas that the principal consideration, the share of the production going 
to the lessor, is least subject to argument or negotiation between the lessor 
and the lessee. In the bargaining for an oil and gas lease, the quantum of 
the royalty is rarely mentioned. It is simply taken for granted by both 
negotiators that the royalty will be \%. 

In the “Producers 88” form, the % royalty is provided for in separate 
paragraphs, one covering oil, the other gas. In the case of oil, the lessee may 
deliver the oil to the lessor’s credit in the pipe line or purchase the lessor’s 
share. For gas, the lessor receives one-eighth of the proceeds received by the 
lessee at the well. Many early leases provided a flat annual royalty of $50 
or $100 for each gas well. With the ever increasing value of gas, the % 
royalty for gas as well as oil has become quite general. 


Tue RENTAL CLAuse 22 


Mention has previously been made of the lease terms used prior to the 
coming into use of the “unless” clause. Delay rental payments are made 
for the purpose of avoiding the old rule that a lessee must begin drilling 
within a reasonable time after the execution of the lease. 

In form, the “unless” clause states a limitation; if there is a failure to 
drill in good time or to pay delay rentals, the lease ceases automatically. 
There is no duty to pay a rental, and it follows that the lessor cannot elect 
to continue the lease and bring suit for the rent. There have been some cases 
in which a court refused upon equitable grounds to decree a lease terminated 
for improper payment of rentals. This has the effect of treating the clause 
as one of forfeiture rather than one of limitation. Some of the cases which 
have refused termination have dealt with the following types of improper 
payment: (1) delay in mails; (2) mistake by the depository; (3) error in 
making payment to the wrong bank; and (4) error in dividing rentals be- 
tween parties to ambiguous deeds. 

If an improper payment is accepted by a lessor, there are a number of 


21 See p. 485 infra. 
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cases which hold the lease is revived. It is difficult to understand the legal 
process whereby a terminated grant is resurrected by the acceptance of a 
late payment. The decisions continuing the lease are mainly based on an 
estoppel doctrine.??, While there are some cases in which a lessee who has 
made an improper payment has been able to continue the lease, the general 
rule is that an improper payment either in time, place, or amount terminates 
the lease contract. Lessees, to avoid termination through erroneous pay- 
ments, have set up an elaborate machinery to insure that payments are 
properly made. Lawyers drafting lease forms have extended the clause to 
cover situations which have proven troublesome. The clause in the lease 
we are considering has had additions made to cover a variety of possibilities 
including (1) closing of depository banks; (2) delay or loss in the mails; 
(3) death of the lessor; and (4) any other event which makes a bona fide 
attempt to pay erroneous; in the latter situation the lessee assumes an un- 
conditional obligation to pay. 

The clause ends with the down payment provision. This provision 
originated following the Oklahoma Supreme Court decision in Brown v. 
Wilson 8 in which the court held there was no consideration for the sur- 
render clause and that the bonus was a valid consideration only during the 
first year of the lease. To avoid any contention that there is no considera- 
tion for the lessee’s option of extending the lease by making delay rental 
payments, this down payment clause specifically recites that the bonus is 
consideration for the option to make such payments. 

Each year the lessee has three alternatives with respect to the continua- 
tion of the lease. He may (1) commence to drill, (2) pay a delay rental, or 
(3) do neither and allow the lease to terminate. The commencement of a 
well excuses a delay rental. Here, as in the term clause, reference must be 
had to the individual lease to determine whether operations are sufficient or 
whether the well must be actually drilling. In our typical lease, commence- 
ment of drilling operations is sufficient. 

In the matter of rental payments, it has always been a source of wonder- 
ment, especially to the uninitiated, why it is that the operators hold them- 
selves to such strict accountability in paying rentals upon or before a 
specified time. About the best reason that can be given is that the practice 
has grown up with the industry and has now become so thoroughly en- 
trenched psychologically that it would be difficult to get a lease signed with 
any material alterations in the rental obligation. 


22 Professor Summers has fully discussed the cases in which leases were continued 
after improper rental payments had been made in Summers, Equitable Relief From 
Termination of Oil and Gas Leases for Failure of the Lessee To Meet the Requirements 
of the Drilling and Delay Rental Clauses, StH Inst. on Or & Gas Law & Tax. 1 (South- 
western Legal Foundation, 1954). 

2358 Okla. 392, 160 Pac. 94 (1916), overruled in part, Rich v. Doneghey, 71 Okla. 
204, 177 Pac. 86 (1918). 
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Tue Dry Hote Ciause ** 


The rental clause which we have just discussed in terms provides for 
payment in the absence of drilling—‘if no well is commenced.” It would 
seem to follow that if a well is commenced, the clause would no longer be 
applicable. Some courts have so held. Others found an option on the 
lessee’s part to keep the lease alive by paying rentals or drilling, but once 
the latter choice had been made, the lessee was required to continue to drill 
if the lease was to be continued in force in the absence of production. 
Lessees, to avoid any termination of the lease after the completion of a dry 
hole either on a theory of abandonment or an implied covenant for further 
exploration, added the dry hole clause to cover the situation expressly. 

The effect of the clause is that the dry hole pays one year’s rental. In 
some early clauses, courts have been unable to determine the twelve-month 
period for which rentals were excused. When this occurred, the next rental 
was payable on the anniversary date of the completion of the well rather 
than on the anniversary date of the lease. The modern clause uniformly 
provides for a resumption of rentals on the anniversary of the rental payment 
date fixed in the lease, which nearly always is the same day and month as the 
date of the lease. 

In the “unless” lease, the clause carries forward the approach of the 
rental clause. That is, there is no obligation to resume rental payments after 
passing a rental on a dry hole. Rather, if rental payments are not resumed 
or further drilling is not commenced, the lease terminates. The clause pro- 
vides for termination in the absence of drilling or paying rentals “twelve 
months from the expiration of the last rental period for which rentals have 
been paid.” There was some doubt as to whether the first rental could be 
passed on a dry hole drilled in the first year of the lease. Under a strict 
interpretation, since a rental had never been paid, there could not be a 
computation of time from the last rental period. In Wilson v. Wakefield *® 
the Kansas Supreme Court held that a dry hole in the first year of the lease 
excused or paid the first year’s rental. However, many lessees have believed 
it prudent to pay such rental rather than take a chance that a lease, which 
may have greatly appreciated in value, might be declared terminated by 
failure to pay the first year’s rental. The model lease has taken care of this 
problem by specifically stating in the parenthesis that for the purposes of 
this paragraph the first year will be considered a period for which rentals 
were paid. 

Let us suppose that the first well is a producer which ceases to produce 
before the end of the primary term. What then are the lessees obligations 
regarding rental payments? There is no express clause in the lease covering 


24 See p. 486 infra. 
25 146 Kan. 693, 72 P.2d 978 (1937). 
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this possibility. There is no express requirement that anything need be done 
by the lessee to continue the lease in effect during the remainder of the 
primary term, but a court might find a termination by abandonment or 
breach of the implied covenant for further exploration. So the safe course, 
which many lessees follow, is to resume rental payments after the plugging 
of the last producing well if the lease is still in its primary term. 


Tue Suut-1n Gas Cause 28 


A shut-in gas clause appeared in many old leases and then fell into 
disuse. Ten years ago, few leases in this area contained such a clause. Even 
today there is a very limited number of leases in the tri-state area on which 
gas has been found but is not being produced for want of a market. In the 
Southwest, gas has grown steadily in importance. Potentially valuable gas 
wells have been completed but no market can be found until sufficient gas 
reserves have been developed to warrant the construction of a pipeline to the 
field. Further, the advent of federal control has made some operators re- 
luctant to accept a sale which will be subject to federal control at least 
until other alternatives have been fully explored. These factors have made 
shut-in clauses very desirable. They now appear in most lease forms. 

Some of the older shut-in clauses were very short, such as: “Where gas 
from a well producing gas only is not sold or used, lessee may pay a royalty 
of $50 per well per year, and upon such payment, it will be considered that 
gas is being produced in paying quantities.” Unfortunately, that short clause 
has not proven too satisfactory. In Freeman v. Magnolia Petroleum Co.,?* 
the Texas Supreme Court held that the clause created a conditional limita- 
tion and that the lease terminated at the end of the primary term even though 
there was a shut-in well on the lease. Under the court’s construction, Mag- 
nolia was obligated to pay the shut-in rental prior to the expiration of the 
primary term if the lease was to continue. Other questions which have arisen 
are: (1) To whom must the shut-in payment be made if the persons en- 
titled to delay rentals are not the same persons who would receive royalties? 
(2) Must the payment be made if there is also a producing oil well or other 
producing gas wells on the lease? (3) May a lessee refuse to market when a 
purchaser is available? 

The clause in our typical lease has been extended to cover the problems 
which were unanswered in the short clause mentioned above. This has been 
done at the expense of brevity. The clause expressly provides that (1) it 
applies to gas or to gas and gas condensate, (2) the well shall be deemed to 
be a well producing gas in paying quantities, (3) the lessee must use reason- 
able diligence to market but there is no obligation to sell under terms and 
conditions which the lessee in its good faith judgment believes are unsatis- 


26 See p. 486 infra. 
27141 Tex. 274, 171 S.W.2d 339 (1943). 
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factory, (4) the lessee has an obligation to pay the shut-in payment (there is 

“no option to permit termination), (5) the obligation is to pay a sum equal 
to the delay rental payment of the lease and if the lease contains no delay 
rental payment, the sum is $50, (6) the payment is to be made only on one 
well and no payment need be made if there is a producing well on the 
leased premises at the end of the annual period, (7) payments are to be made 
within forty-five days of the end of the shut-in annual period, and (8) pay- 
ments are deemed to be royalty. 

There may be other shut-in situations which are not covered by the 
foregoing. However, it is obvious that the draftsmen of the revised clause 
specifically provided for all categories which they had encountered or which 
they considered likely. Counsel faced with a shut-in well on a valuable lease 
will appreciate the careful and thorough manner in which the modern clause 
has covered the various contingencies. 

While tax considerations are beyond the scope of this presentation, 
it is appropriate to comment that shut-in payments, like a bonus, are subject 
to depletion. 


THE Lesser Estate CLAuse 28 


This clause provides that if the lessor owns less than the full fee simple 
estate, rentals and royalties will be reduced proportionately. This is of great 
benefit in leasing for it removes the necessity of determining at the time 
the lease is written the exact interest which the lessor owns. Further, it pro- 
vides an automatic adjustment if it should develop that the lessor owns less 
than he claims. 

The clause has caused a minimum of litigation. One problem which 
has arisen occurs when the lease sets forth as a part of the description the 
estate which the lessor owns. For example, the description recites one-half 
interest in Blackacre, a forty-acre tract. This description creates no problems 
as to royalties for either method of calculating arrives at the conclusion that 
the lessor is to receive as royalty one-half of % of the production from 
Blackacre. But, if the lease fixes a rental of $40, can the lessee rely on the 
lesser estate clause to reduce the rental to $20? Under many lesser estate 
clauses there is a doubt whether this can safely be done and the risk should 
not be taken. However, the clause in our model form covers this difficulty 
by reciting that the lesser interest clause is to be applied whether or not the 
reduced interest is set forth elsewhere in the lease. 


Tue ENTIRETIES OR PRO-RATE CLAUSE 29 


How are royalties to be paid if the owner of Blackacre and Whiteacre 
join in one lease, or A, owning both Blackacre and Whiteacre, includes 


°8 See p. 487 infra. 
29 See p. 487 infra. 
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both tracts in one instrument and subsequently sells Blackacre to B? Suppose 
further that oil is encountered only on Blackacre. Generally, if A and B, 
owning separate tracts, join in one lease, there is a presumption that the 
parties intended to share proportionately all production from the lease. 
But, if A, owning both tracts, includes them in one lease and thereafter 
sells one tract to B, the presumption is that the parties did not intend to share 
the production from the separate tracts. 

In theory, controversies between lessors for the division of the royalty 
do not change the lessee’s rights or liabilities. However, there are costs 
which a lessee may be required to bear in connection with the separate 
measuring of oil. A lessor who is not sharing under a lease will be more 
insistent upon additional development and is likely to make many complaints 
concerning surface use. A lessor who is unhappy about the apportionment 
of royalties can cause a variety of inconveniences which a lessee would pre- 
fer to avoid. 

In Galt v. Metscher,®° a lessee of a 160-acre tract, which subsequent to 
the lease had been divided into two 80-acre tracts, sought to avoid any 
friction between the mineral owners by drilling precisely on the line divid- 
ing the two tracts. Through a surveyor’s error, the well was 4 feet north 
of the dividing line. The owner of the tract upon which the well was 
located got all the royalty, and the lessee had no obligation to offset the well 
to prevent drainage from the owner of the south half of the original lease. 

To provide for certainty instead of chaos in the division of royalties 
between separate owners, the entireties clause was drafted. Originally the 
clause made the whole lease a unit or an entirety. Each separate owner 
under the lease received a fraction of the total royalty computed on an acre- 
age basis. This type of clause is referred to as the “unrestricted prorate 
clause.” Some abuse was made of the clause as it applied to non-abutting 
tracts which may have been several miles apart. Further, there is normally 
no problem of further development or of separate tankage as between non- 
abutting tracts. This led to the development of the “restricted prorate 
clause” which makes the clause separately applicable to each non-abutting 
tract. It is believed that tracts which have only one corner in common are 
abutting; that such is the case is clearly spelled out in the parenthetical ex- 
pression which appears in our typical form. 

While it is believed that the prorate clause cures a source of trouble 
and misunderstanding as to the determination of royalties, it should be 
pointed out that the clause does not exclude undesirable reactions. It does 
require the examination of the title to the full leased premises in order to 
determine the division of the royalties and it creates some problems in the 
event a portion of the lease is released.*! As in the case of some of the 


30 103 Okla. 271, 229 Pac. §22 (1923). 
$1For a peculiar application of the clause, see Thomas Gilcrease Foundation v. 
Stanolind Oil & Gas Co., 153 Tex. 197, 266 S.W.2d 850 (1954). 
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wonder drugs, the reaction to the clause in some situations may be worse 
than the disease. While normally the clause works very satisfactorily, per- 
forming a very useful purpose, it should not be used in unusual situations 
without the advice of a skilled practitioner. 


Tue ASSIGNMENT CLAUSE 22 


This clause opens with an acknowledgment that the fullest freedom 
of transfer is to be allowed, with all subsequent owners to be bound by the 
express and implied covenants of the lease; and when the lessee does assign 
or sub-lease, he is free from secondary liability arising from the default of 
the acquiring party. The next sentence of our typical form recites that no 
sale by the lessor shall enlarge the obligations or diminish the rights of the 
lessee or require the separate measurement of production. The draftsmen 
wanted it crystal-clear that no separate measuring tanks were to be re- 
quired. The entireties clause just discussed did away with separate measure- 
ment for non-abutting tracts. The first phrase of the sentence now under 
consideration states that the lessee’s obligations are not to be enlarged. 
Certainly the setting of separate tankage would be enlarging the lessee’s 
obligations, but in case there is still any doubt, the last part of the sentence 
repeats the agreement by stating, “or require separate measuring or installa- 
tion of separate tanks by the lessee.” 

The next sentence provides that no change in ownership by the lessor 
shall be binding on lessee until 90 days after lessee has the documents which 
he believes are necessary to establish the change in ownership. At first blush, 
the 90-day period seems to be an unreasonable one to wait for a newly 
acquired interest to become effective and binding upon the lessee. The 
principal reason for this period is to avoid any requirement of paying a 
second rental. When termination of the lease is the penalty for tardy pay- 
ment of delay rentals, lessees quite naturally desire to minimize the risk of 
late payment. Therefore, most lessees process rentals some two months be- 
fore the rental date. They wish to avoid re-working the rentals or being 
required to make a second payment when a change of ownership is received 
shortly before the rental date. The 90-day clause permits a lessee in No- 
vember to commence processing January rentals without fear of having 
to re-work or re-pay on receipt of notice of a subsequent transfer. 

Gulf Ref. Co. v. Shatford®= involved the submission of proof of a 
notice of change in ownership prior to the rental date but after payment 
had been made. Gulf did not pay an additional rental. The lease did not 
have any 90-day or similar clause. The Fifth Federal Circuit Court of 
Appeals held that the rental payment was good and that the lease was con- 
tinued in force as to the transferred interest. Had the lease contained a 


32 See p. 487 infra. 
$3 159 F.2d 231 (5th Cir. 1947). 
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clause similar to that which appears in our typical form, it would not have 
been necessary to ask the court of appeals to determine that the lease was 
still effective. 

The last sentence of the clause seeks to protect the assignee or the 
owner of a lease covering only part of the leased lands from any loss of 
title if the owners of other parts fail to make rental payments. Thus, the 
owner of one tract can pay the rental on the tract which he owns with the 
knowledge that his portion of the lease will continue whether or not the 
owners of other parts of the lease pay rentals on their portions. This feature 
is at variance with the concept that the lease is indivisible—that production 
or drilling on one part inures to the benefit of all parts. As indicated, the 
variance is based on the practical necessity of paying the proper rental in 
order to continue the lease. 


Tue Pooitnc CLAuse *4 


The primary purpose of a pooling clause is to form regular, spaced, 
drilling units out of small or irregular tracts. In the discussion of the entireties 
clause, it was mentioned that pooling is accomplished by adjoining owners 
executing a joint lease. It can also be accomplished by a voluntary amend- 
ment to the lease executed by the various parties in interest. The pooling 
clause refers to the right given to the lessee to pool all or a portion of the 
lease with other lands without the further consent of the lessor. By the act 
of pooling, the right to receive royalties is amended and certain amendments 
are made to the term of the lease, the rental clause, and the dry hole clause. 
After the pooling of Whiteacre and Blackacre, production on Whiteacre 
will extend the lease on Blackacre without the necessity of paying delay 
rentals. In as much as the clause on its face would empower the lessee to 
pool for his own benefit without regard to the interests of the lessors, it is 
obvious that the lessee must exercise the power in complete good faith. 
Some clauses place very few express limitations on the power of the lessee, 
leaving it to the courts to impose a restraining hand. Many draftsmen, 
recognizing the apparent power of an over-zealous lessee to abuse the clause, 
have inserted limitations on the power to pool to the end that it might be 
flexible in permitting the pooling of drilling units of the size that may be 
adopted for any particular pool but at the same time will not permit the 
formation of unreasonably large units. 

The clause in our typical form contains several limitations. (1) The 
unit must be contiguous. (2) Gas units shall not exceed 160 acres and oil 
units 40 acres plus a 10 per cent tolerance in each case. This tolerance is 
primarily for the purpose of taking care of tracts in oversized sections con- 
taining more than 640 acres. These limits may be larger than the acreage 
maximums if a government order provides for a larger unit. (3) The unit 


34 See p. 488 infra. 
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may not be terminated unilaterally by the lessee when the unit is producing 
~or while drilling operations are being conducted thereon. 

The clause sets out the procedure to follow in forming a unit and 
states the effect of pooling on the royalty clause and other provisions of the 
lease. 

Properly used, the pooling clause materially speeds up the development 
of an oil field which contains small or irregular tracts. The presence of the 
clause permits a lessee to avoid the administrative expense of finding and 
signing scattered royalty owners or requesting a state commission to grant 
a forced pooling order after notice and hearing. Many companies still pre- 
fer voluntary approval of separate units by the mineral owners, resorting 
to the pooling clause only when signing up the separate owners is impossible 
or impractical. 

Again, the clause in the model form is quite restrictive. Pooling for 
secondary recovery and many other purposes cannot be accomplished under 
this clause. 

Some have suggested that the right to pool throughout the life of a 
“thereafter” lease might violate the Rule Against Perpetuities. Some clauses 
limit the power to pool to the first twenty years of the lease. The question 
has been raised in Phillips Petroleum Co. v. Peterson®> There the court held 
that pooling must be accomplished in a reasonable time and thus the clause 
was not invalid for remoteness. 


MISscELLANEOUS CLAUSES 28 


The remainder of the lease covers a wide variety of matters. The six 
remaining paragraphs in the typical lease we are considering are frequently 
lumped together and referred to as miscellaneous clauses. In our form, two 
or three sentences which appear as separate paragraphs in many leases have 
been placed together into one paragraph. Most of the items in the mis- 
cellaneous clauses clarify incidental rights and liabilities of lessors and 
lessees. They do not affect the validity of the leases but cover matters of 
agreement which if not set out specifically in the lease would be the source 
of much fruitless litigation. 

In these clauses there is a great variation between lease forms. Our 
model form has many, but by no means all, of the miscellaneous clauses 
which appear in oil and gas leases of general use. A review of these clauses 
in our model form will provide an introduction to the nature and subject 
matter of miscellaneous clauses in leases. 


Additional Use Rights Granted Lessee 


The clause in our model form contains three specific grants to the 


35 218 F.2d 926 (10th Cir. 1954). 
36 See p. 489 infra. 
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lessee which often appear as separate paragraphs in other leases. (1) The 
lessee is given the right to use for lease operations oil and gas royalty free. 
Also, the lessee may use water except from water wells of the lessor. It 
would seem that the granting clause of the lease would carry with it the 
right to use substances found on the lease for lease operations without any 
necessity of their being mentioned. However, specific mention certainly 
clarifies the matter and no harm results from the reference. (2) The lessee 
is given the right to remove machinery, fixtures, and casing at any time. The 
effect of this provision is to prevent personal property put on the lease by 
the lessee from becoming part of the realty and to permit the recovery of 
casing and other property after the lease has expired. While there is no 
express time limit, courts will imply an obligation to remove the personal 
property within a reasonable time after the termination of the lease and will 
presume an abandonment of the property if this is not done. (3) The clause 
ends with the covenant by the lessor not to lease the surface to any com- 
petitor for operations on adjoining land. The granting clause recites that 
the rights of the lessee are exclusive; however, as we have seen, there is 
some question as to whether this is effective to exclude other grantees or 
permittees of the lessor from using the surface. The last part of the clause 
under consideration should be effective to prevent the competitor of a lessee 
from using the surface for operations on adjoining lands with the consent of 
the lessor. 


Additional Covenants in Favor of Lessor 


Here again our model form has put into one paragraph three covenants 
in favor of the lessor which, in many leases, are separate paragraphs. (1) The 
lessee agrees to bury pipelines below plow depth at the request of the lessor. 
Lessees, upon request, normally bury lines 12 inches deep and pay damages 
to plows which may encounter a line that has worked up nearer the surface. 
It is not believed that there is any obligation to bury below 12 inches if, 
subsequent to the date of the lease, the farmer as an experiment or otherwise 
undertakes to break the subsoil by plowing with a blade 36 or more inches 
below the surface. One instance has come to my attention in which the 
surface owner requested the lessee to dig up and re-bury a number of lines 
which had been in place for several years in order that he might break the 
land with a subsoiler. In this instance, there had been some friction between 
the lessor and lessee so the request may not have been made in good faith. 
(2) The covenant not to locate within 200 feet of an existing house and barn 
without the lessor’s consent. This applies only to structures in existence at 
the time the lease is signed. This sentence is to prevent interruption of the 
domestic tranquility of the household and livestock by reason of oil field 
installations being too close to farm buildings. (3) Finally, the lessee agrees 
to pay for damages to growing crops. Without this clause, there would be 
no liability for damages te the surface except that caused by the negligence 
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of the lessee or the taking of more surface area than is reasonably required. 
‘This clause imposes a liability even in the absence of negligence for damages 
to growing crops.’?7 By such payment, the lessor will normally receive at 
least his out-of-pocket expense incurred in planting the drill site. 


Warranty Clause 


Again, with respect to the warranty clause, our form has combined in 
one paragraph what in other leases may appear as two or three separate 
paragraphs. First, the lessor warrants title, reciting that if the lease states 
he owns a lesser interest, the warranty is limited accordingly. The warranty 
clause is very valuable in bringing a Jater-acquired interest under the terms 
of the lease. Lessees often cure possible defects in a lessor’s title by having 
the owners of the adverse claim quitclaim to the lessor. When this is done, 
the warranty clause guarantees that any rights which the lessor may acquire 
by such deeds are subject to the lease. 

Second, the lease gives the lessee the right to buy leases on adverse 
claims without suffering any forfeiture or liability to the lessor. This 
clause prevents an assertion by the lessor that the lessee is denying the 
lessor’s title when the Jessee purchases a lease from an adverse claimant. 

Finally, the clause gives the lessee the right to pay any taxes, mortgages, 
or other liens on the land and to be subrogated to the rights of the holders. 
In Maurer v. Arab Petroleum Corp.*® the Texas Supreme Court held that the 
clause prevented the marshalling of assets and that the purchaser (in this 
instance of a mineral deed) could not require other interests to be offered 
for sale first to satisfy a vendor’s lien. 


Force Majeure and Governmental Orders 


This clause is of fairly recent origin and one necessitated wholly by 
reason of laws and regulations affecting the industry which grew out of the 
recent war and consequent restrictions on materials. It provides that the 
express and implied covenants of the lease are subject to federal and state 
law inclusive of executive orders, rules, and regulations and further pro- 
vides that there is to be no termination of the lease if drilling, production, 
or compliance with the covenants is prevented by act of government, act 
of God, or other causes beyond the reasonable control of the lessee. Par- 
ticularly during periods of war and emergency conditions, governmental 
orders may prevent the compliance with conditions or obligations of the 
lease. These orders, of course, are made without respect to the obligations 
which had attached or which may attach under separate lease contracts. 
Where leases do not have this or similar provisions, operators are fearful that 
they are not relieved of their obligations under the lease even though they 


37 Bell v. Cardinal Drilling Co., 85 N.W.2d 246 (N.D. 1957). 
38 134 Tex. 256, 135 S.W.2d 87 (1940). 
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are prevented from complying by governmental order. The same is true of 
impossibility of performance due to strikes, acts of God, and other causes. 
Normally, the cause which makes compliance impossible must be directly 
related to the leased premises. If delay rentals were not paid due to a fire 
or other destruction of the lessee’s office where such records are kept, it is 
doubted that this clause would be effective to continue the lease in force. 
In view of the current emphasis on civil defense, perhaps some clause should 
be added guaranteeing the continuance of the lease if performance were 
prevented by disaster occurring at any place in the United States. 


Other Clauses 


Our model form ends with two rather stock paragraphs relating to the 
formalities of conveyances. First, it is repeated that the covenants are not 
personal and that “lessor” and “lessee” as used throughout the lease include 
respective subsequent owners. The first of the two paragraphs ends with a 
statement that if some, but not all, of the named parties execute the lease, 
it shall be binding upon those who sign even though others de not. It is, 
of course, still necessary that the lease be delivered if it is to be effective, 
but the clause will make it difficult for a lessor to belatedly assert an un- 
announced intention that the lease signed and delivered by him was not to 
be effective unless also executed by all other named lessors. Finally, there 
is a waiver of homestead to satisfy the formalities of the local conveyancing 
act. 

This is followed by signature space and appropriate acknowledgment 
forms. 


CONCLUSION 


In a rather plodding fashion, we have considered paragraph by para- 
graph the provisions of our typical oil and gas lease. Space limitations have 
permitted only a brief look at the provisions and some of the history and 
reasons back of them. At best, this paper is only an introduction to the 
express terms of the lease. Individual clauses have been the subject matter 
of more extended separate papers of the Southwestern Oil and Gas Institute, 
the Rocky Mountain Mineral Institute, and others. For further informa- 
tion on any one clause of the lease, reference should be made to the publi- 
cations of the proceedings of these Institutes, to Professor Summers’ Treatise 
on Oil and Gas, and to other works. 

In his address at the dedication of this law school in April 1956, Pro- 
fessor Denis W. Brogan said that he was misquoting Justice Holmes, but not 
his thoughts, in stating: “The law is behind the times; it must be, it should 
be.” So with the oil and gas lease, it has in the last 100 years merely kept 
in step with (or a step behind) the changes and evolutions of the business 
itself. No doubt the old forms were sufficient for their times, particularly 
after they included the “thereafter” clause in the term. But, the old forms 
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proved to be wholly inadequate as the industry progressed and the modern 
‘form was devised to meet the changing conditions. New techniques, be they 
tertiary recovery, burning in place, or relating to some other method to 
wrest more energy from the bowels of the earth, will require further re- 
visions and thus make the form which we have today called the modern 
oil and gas lease out of date and old-fashioned. 
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Appendix A 


Earty LEASES 


(An article by Mr. Rush Greenslade, Vice President of Gulf Oil Corporation, 
Tulsa, Oklahoma, entitled “Land Tenure and Leasing,” which appeared in 
Elements of the Petroleum Industry, published in 1940 and sponsored by the 
Seeley W. Mudd Memorial Fund, shows the following early leases. They 
are reprinted here with the permission of the American Institute of Mining, 
Metallurgical, and Petroleum Engineers, Inc.) 


First Known Recorded Oil Lease: 


Agreed, this fourth day of July, 1853, with J. D. Angier, of Cherry- 
tree township, in the county of Venango, Pa., that he shall repair up 
and keep in order, the old oil spring on land in said Cherrytree town- 
ship, or dig and make new springs, and the expenses to be deducted out 
of the proceeds of the oil, and the balance, if any, to be equally divided, 
the one half to J. D. Angier and the other half to Brewer, Watson & 
Co., for the full term of five years from this date. If profitable. 


(Signed) Brewer, Watson & Co., 


J. D. Angier 
The Leading Features of the Drake Lease: 
Pennsylvania Rock Oil Company Dated December 30, 1857. 
to Deed Book P, p. 357. 
E. B. Bowditch and E. L. Drake $1 in hand. 


‘Demise and let’ all the lands owned or held under lease by said 
company in the County of Venango, State of Pennsylvania, ‘to bore, 
dig, mine, search for and obtain’ oil, salt water, coal and all materials 
existing in and upon said lands, and take, remove and sell such, etc., 
for their own exclusive use and benefit, for the term of 15 years, with 
the privilege of renewal for same term. Rental, one-eighth of all oil as 
collected from the springs in barrels furnished or paid for by lessees. 
Lessees may elect to purchase said one-eighth at 45 cents per gallon, 
but such election, when made, shall remain fixed. On all other minerals, 
10 per cent of the net profits. Lessees agree to prosecute operations as 
early in the spring of 1858 as the season will permit, and if they fail 
to work the property for an unreasonable length of time, or fail to pay 
rent for more than 60 days, the lease to be null and void. 


By agreement dated February 12, 1858, and recorded in Deed Book 
P, p. 441, the above lease is amended so that 12 cents for every gallon 
of oil shall be in full of all other rental; also giving lessees the privilege 
of renewal for 25 years. 
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Appendix B 


A Revisep “Propucers 88” O1Lt AND Gas LEASE 


(This form appears as section 1156 of The Law of Oil and Gas, by 
W. L. Summers, except that paragraph titles have been added for 
identification. The author of that work makes the following comment 
regarding it: “This form, prepared by the legal staff of a major operat- 
ing company, was prepared for the purpose of clarification of certain 
language which had caused difficulty. It makes no basic change in the 
legal relations between the lessor and lessee, but it does contain a pool- 
ing clause and a shut-in royalty clause. It was prepared for use in 
Illinois and Indiana.” The lease is reprinted here with the permission of 
Professor Summers and the Vernon Law Book Co., publishers of 
Summers on Oil and Gas.) 

















This agreement, made and entered into this ________._ day _ of 
, se , by and between_ 
, of ae , hereinafter called lessor 
(whether one or more), and 
of. , hereinafter called lessee; 
The Granting Clause 


Witnesseth: that lessor, for and in consideration of. 
dollars ($ _-__-__) in hand paid receipt of which 
is hereby acknowledged, and of the agreements of lessee hereinafter 
set forth, hereby grants, demises, leases and lets exclusively unto said 
lessee the lands hereinafter described for the purpose of prospecting, 
exploring by geophysical and other methods, drilling, mining, operat- 
ing for and producing oil or gas, or both, including, but not as a limita- 
tion, casinghead gas, casinghead gasoline, gas-condensate (distillate) 
and any substance, whether similar or dissimilar, produced in a gaseous 
state, together with the right to construct and maintain pipe lines, 
telephone and electric lines, tanks, powers, ponds, roadways, plants, 
equipment, and structures thereon to produce, save and take care of 
said oil and gas, and the exclusive right to inject air, gas, water, brine 
and other fluids from any source into the subsurface strata and any and 
all other rights and privileges necessary, incident to, or convenient for 
the ecenomical operation of said land, alone or conjointly with neigh- 
boring land, for the production, saving and taking care of oil and gas 
and the injection of air, gas, water, brine, and other fluids into the sub- 
surface strata, said lands being situated in the County of 
, State of. , and being described 
as follows, to-wit: 
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being the purpose and intent of lessor to lease, and lessor does hereby 
lease, all of the lands or interests in lands owned by lessor which ad- 
join the lands above described or which lie in the section or sections 
herein specified. For all purposes of this lease, said lands shall be deemed 
to contain ________ acres. 


The Habendum or Term Clause 


Subject to the other provisions herein contained, this lease shall re- 
main in force for a term of __________ years from this date (herein 
called “primary term’) and as long thereafter as oil and gas, or either 
of them, is produced from said leased premises or drilling operations 
are continuously prosecuted as hereinafter provided. “Drilling opera- 
tions” includes operations for the drilling of a new well, the reworking, 
deepening or plugging back of a well or hole or other operations con- 
ducted in an effort to obtain or re-establish production of oil or gas; 
and drilling operations shall be considered to be “continuously prose- 
cuted” if not more than 60 days shall elapse between the completion or 
abandonment of one well or hole and the commencement of drilling 
operations on another well or hole. If, at the expiration of the primary 
term of this lease, oil or gas is not being produced from the leased 
premises but lessee is then engaged in drilling operations, this lease shall 
continue in force so long as drilling operations are continuously prose- 
cuted; and if production of oil or gas results from any such drilling 
operations, this lease shall continue in force so long as oil or gas shall be 
produced from the leased premises. If, after the expiration of the 
primary term of this lease, production on the leased premises should 
cease, this lease shall not terminate if lessee is then prosecuting drilling 
operations, or within 60 days after each such cessation of production 
commences drilling operations, and this lease shall remain in force so 
long as such operations are continuously prosecuted, and if production 
results therefrom, then as long thereafter as oil or gas is produced from 
the leased premises. 


The Royalty Clause 


In consideration of the premises, lessee covenants and agrees: 

Ist. To deliver, free of cost, to lessor at the wells, or to the credit 
of lessor in the pipeline to which the wells may be connected, the 
equal one-eighth (%) part of all oil and other liquid hydrocarbons 
produced and saved from the leased premises, or, at lessee’s option, to 
pay to lessor for such one-eighth (%) royalty the market price at the 
well for such oil and other liquid hydrocarbons of like grade and 
gravity prevailing on the day such oil and other liquid hydrocarbons 
are run from the lease stock tanks. 

2nd. To pay lessor one-eighth (%) of the proceeds received by 
lessee at the well for all gas (including all substances contained in such 
gas) produced from the leased premises and sold by lessee; if such gas 
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is used by lessee off the leased premises or used by lessee for the manu- 
_ facture of casinghead gasoline or other products, to pay to lessor one- 
eighth (%) of the prevailing market price at the well for the gas so 
used. 


The Rental Clause 


If no well be commenced on said land on or before one year from the 
date hereof, this lease shall (except as otherwise provided in this para- 
graph) terminate, unless lessee (or someone in his behalf), on or before 
such date, shall pay or tender to lessor, or to lessor’s credit in the 
Bank at (which 
bank and its successors shall continue as the depository regardless of 
changes in the ownership of said land or of the right to receive rentals), 
the sum of dollars ($ ), which 
shall operate as a rental and cover the privilege of deferring the com- 
mencement of a well for 12 months from said date. In like manner and 
upon like payments or tenders, the commencement of a well may be 
further deferred for like periods of the same number of months suc- 
cessively during the primary term hereof. All payments or tenders 
may be made by cash, check or draft, mailed or delivered on or before 
the rental date, and the depositing of such cash, check or draft in any 
post office, addressed to the depository bank or lessor (at his last known 
address as shown by lessee’s records) on or before the rental date, shall 
be deemed payment or tender as herein provided. Notwithstanding 
the death of lessor, payment or tender of rentals to such deceased or 
to his credit in the manner provided herein shall be binding on the heirs, 
devisees, executors, administrators and personal representatives of lessor 
and his successors in interest. If lessee shall on or before any rental date, 
make a bona fide attempt to pay or deposit rental to a lessor entitled 
thereto under this lease according to lessee’s records or to a lessor who, 
prior to such attempted payment or deposit, has given lessee notice, in 
accordance with the terms of this lease hereinafter set forth, of his right 
to receive rental, and if such payment or deposit shall be erroneous in 
any regard (whether deposited in the wrong depository, paid to per- 
sons other than the parties entitled thereto as shown by lessee’s records, 
in an incorrect amount, or otherwise), lessee shall be unconditionally 
obligated to pay to such lessor the rental properly payable for the 
rental period involved, but this lease shall be maintained in the same 
manner as if such erroneous rental payment or deposit had been prop- 
erly made, provided that the erroneous rental payment or deposit be 
corrected within 30 days after receipt by lessee of written notice from 
such lessor of such error accompanied by any documents and other 
evidence necessary to enable lessee to make proper payment. The con- 
sideration first recited herein, the down payment, covers not only the 
privilege granted to the date when said first rental is payable as afore- 
said, but also lessee’s option of extending that period as aforesaid, and 
any and all other rights conferred. 
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The Dry Hole Clause 


Should the first well drilled on the above described land be com- 
pleted as a dry hole, then, and in that event, if a second well is not 
commenced on said land within 12 months from the expiration of the 
last rental period for which rental has been paid (it being understood 
that for the purpose of this paragraph the period of time extending 
from the date of this lease to the first rental date shall be considered 
as a rental period for which rental has been paid), this lease shall 
terminate as to both parties, unless lessee on or before the expiration of 
said 12 months shall resume the payment of rentals in the same amount 
and in the same manner as hereinbefore provided. Upon resumption 
of the payment of rentals, as above provided, the last preceding para- 
graph hereof, governing the payment of rentals and the effect thereof, 
shall continue in force just as though there had been no interruption 
in rental payments. 


The Shut-in Gas Clause 


If a well capable of producing gas or gas and gas-condensate in 
paying quantities located on the leased premises (or on acreage pooled 
or consolidated with all or a portion of the leased premises into a unit 
for the drilling or operation of such well) is at any time shut in and no 
gas or gas-condensate therefrom is sold or used off the premises or for 
the manufacture of gasoline or other products, nevertheless such shut-in 
well shall be deemed to be a well on the leased premises producing gas 
in paying quantities and this lease will continue in force during all of 
the time or times while such well is so shut in, whether before or after 
the expiration of the primary term hereof. Lessee shall use reasonable 
diligence to market gas or gas and gas-condensate capable of being 
produced from such shut-in well but shall be under no obligation to 
market such products under terms, conditions or circumstances which, 
in lessee’s judgment exercised in good faith, are unsatisfactory. Lessee 
shall be obligated to pay or tender to lessor within 45 days after the 
expiration of each period of one year in length (annual period) during 
which such well is so shut in, as royalty, an amount equal to the annual 
delay rental herein provided applicable to the interest of lessor in acre- 
age embraced in this lease as of the end of such annual period, or, if this 
lease does not provide for any delay rental, then the sum of $50.00; 
provided that, if gas or gas-condensate from such well is sold or used 
as aforesaid before the end of any such annual period, or if at the end 
of any such annual period, this lease is being maintained in force and 
effect otherwise than by reason of such shut-in well, lessee shall not be 
obligated to pay or tender, for that particular annual period, said sum 
of money. Such payment shall be deemed a royalty under all provisions 
of this lease. Such payment may be made or tendered to lessor or to 
lessor’s credit in the depository bank above designated. Royalty owner- 
ship as of the last day of each such annual period as shown by lessee’s 
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records shall govern the determination of the party or parties entitled 


> to receive such payment. 


The Lesser Estate Clause 


If lessor owns a less interest in the land covered by this lease than the 
entire and undivided fee simple mineral estate therein, then whether or 
not such less interest is referred to or described herein, all rentals and 
royalties herein provided shall be paid lessor only in the proportion 
which his interest bears to the whole and undivided mineral fee. 


The Entireties or Pro-rate Clause 


If the leased premises are now, or shall hereafter be, owned in 
severalty or in separate tracts, the premises nevertheless shall be de- 
veloped and operated as one lease, and all royalties accruing hereunder 
shall be treated as an entirety and shall be divided among, and paid to, 
such separate owners in the proportion that the acreage owned by each 
such separate owner bears to the entire leased acreage; provided, how- 
ever, that if the leased premises consist of two or more non-abutting 
tracts (tracts which do not touch each other at any point), this para- 
graph shall apply separately to each such non-abutting tract. 


The Assignment Clause 


If the estate of either party hereto is assigned or sublet, and the privi- 
lege of assigning or subletting in whole or in part is expressly allowed, 
the express and implied covenants hereof shall extend to the sublessees, 
successors and assigns of the parties; and in the event of an assignment 
or subletting by lessee, lessee shall be relieved and discharged as to the 
leasehold rights so assigned or sublet from any liability to lessor there- 
after accruing upon any of the covenants or conditions of this lease, 
either express or implied. No change in the ownership of the land, 
rentals or royalties, however accomplished, shall operate to enlarge the 
obligations or diminish the rights of lessee or require separate measuring 
or installation of separate tanks by lessee. Notwithstanding any actual 
or constructive knowledge of or notice to lessee, no change in the 
ownership of said land or of the right to receive rentals or royalties 
hereunder, or of any interest therein, whether by reason of death, con- 
veyance or any other matter, shall be binding on lessee (except at 
lessee’s option in any particular case) until 90 days after lessee has been 
furnished written notice thereof, and the supporting information here- 
inafter referred to, by the party claiming as a result of such change in 
ownership or interest. Such notice shall be supported by original or 
certified copies of all documents and other instruments or proceedings 
necessary in lessee’s opinion to establish the ownership of the claiming 
party. If this lease is assigned or sublet insofar as it covers only a part 
of the acreage embraced in the leased premises, the delay rentals here- 
inabove provided for shall be apportioned to the separate parts, rateably 





LEASE IN MIDWEST 487 





















































488 OIL AND GAS LAW [Vor. 1959 


according to the surface acreage of each, and failure of the leasehold 
owner or sublessee of any separate part of the above described lands 
to make a rental payment with respect to such part shall in no event 
operate to terminate or affect this lease insofar as it covers any other 
part thereof. 


The Pooling Clause 


Lessee is granted the right, from time to time while this lease is in 
force, to pool into a separate operating unit or units all or any part of ] 
the land covered by this lease with other land, lease or leases, or interests a 
therein (whether such other interests are pooled by a voluntary agree- 3 
ment on the part of the owners thereof or by the exercise of a right to 
pool by the lessees thereof), when in lessee’s judgment it is necessary 
or advisable in order to promote conservation to properly develop or : 
operate the land and interests to be pooled, or to obtain a multiple pro- 
duction allowable from any governmental agency having control over 
such matters. Any pooling hereunder may cover all oil and gas, or 
any one or more of the substances covered by this lease, and may cover 
one or more or all zones or formations underlying all or any portion 
or portions of the leased premises. Any unit formed by such pooling 
shall be of abutting or cornering tracts and shall not exceed 160 acres 
(plus a tolerance of 10%) for gas or gas-condensate and shall not exceed 
40 acres (plus a tolerance of 10%) for any other substance covered by 
this lease; provided that if any governmental regulation or order shall : 
prescribe a spacing pattern for the development of a field wherein the ‘ 
above described land, or a portion thereof, is located, or allocate a pro- 
ducing allowable based on acreage per well, then any such unit may em- 
brace as much additional acreage as may be so prescribed or as may be 
permitted in such allocation of allowable. The area pooled and the 
zones or formations and substances pooled shall be set forth by lessee 
in a “declaration of pooling” filed for record in the county or counties 
in which the pooled area is located. Such pooling shall be effective on 
the date such declaration is filed unless a later effective date is specified 
in such declaration. In lieu of the royalties elsewhere herein specified, 
except shut-in gas well royalties, lessor shall receive on production from 
an area so pooled only such portion of the royalties which, in the 
absence of such pooling, would be payable hereunder to lessor on pro- 
duction from the land covered by this lease which is placed in the 
pooled area as the amount of the surface acreage in the land covered by 
this lease which is placed in the pooled area bears to the amount of the 
surface acreage of the entire pooled area. Nothing herein contained 
shall authorize or effect any transfer of any title to any leasehold, 
royalty or other interest pooled pursuant hereto. The commencement of 
a well, the conduct of other drilling operations, the completion of a 
well or of a dry hole, or the operation of a producing well on the 
pooled area, shall be considered for all purposes (except for royalty 
purposes) the same as if said well were located on, or such drilling 
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operations were conducted upon, the lands covered by this lease whether 
or not such well is located upon, or such drilling operations are con- 
ducted upon, said lands. Lessee may terminate any pooling effected 
pursuant hereto at any time the pooled unit is not producing and no 
drilling operations are being conducted thereon by executing and filing 
of record in the county or counties in which the pooled area is located 
a written declaration of the termination of such pooling, provided that 
the pooling of all interests not covered by this lease which comprise a 
part of such pooled unit be also terminated in some effective manner. 


Miscellaneous Clauses 


A. Additional Use Rights Granted Lessee 


Lessee shall have the right to use, free of cost, oil, gas and water pro- 
duced on said land for its operations thereon except water from wells 
of lessor. Lessee shall have the right at any time to remove all ma- 
chinery and fixtures placed on said premises, including the right to draw 
and remove casing. No part of the surface of the leased premises shall, 
without the written consent of lessee, be let, granted or licensed by 
lessor to any other party for the location, construction or maintenance 
of structures, tanks, pits, reservoirs, equipment, or machinery to be used 
for the purpose of exploring, developing or operating adjacent lands 
for oil, gas or other minerals. 


B. Additional Covenants in Favor of Lessor 


Lessee shall bury below plow depth its pipe lines on the leased prem- 
ises when requested by a lessor owning an interest in the surface. No 
well shall be drilled nearer than 200 feet to any house or barn now on 
said premises without the written consent of the owner of the surface 
on which such house or barn is located. Lessee shall pay for damages 
to growing crops caused by its operations on said lands. 


C. Warranty Clause 


Lessor hereby warrants and agrees to defend the title to the lands 
herein described, but if the interest of lessor covered by this lease is 
expressly stated to be less than the entire fee or mineral estate, lessor’s 
warranty shall be limited to the interest so stated. Lessee may purchase 
or lease the rights of any party claiming any interest in said land and 
exercise such rights as may be obtained thereby but lessee shall not 
suffer any forfeiture nor incur any liability to lessor by reason there- 
of. Lessee shall have the right at any time to pay for lessor, any mort- 
gage, taxes or other lien on said lands, in the event of default of pay- 
ment by lessor, and be subrogated to the rights of the holder thereof, 
and any such payments made by lessee for lessor may be deducted from 
any amounts of money which may become due lessor under this lease. 


D. Force Majeure and Governmental Orders Clause 
All express and implied covenants of this lease shall be subject to all 
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applicable laws, governmental orders, rules and regulations. This lease 
shall not be terminated in whole or in part, nor lessee held liable in 
damages, because of a temporary cessation of production or of drilling 
operations due to breakdown of equipment or due to the repairing of 
a well or wells, or because of failure to comply with any of the ex- 
press or implied covenants of this lease if such failure is the result of the 
exercise of governmental authority, war, lack of market, act of God, 
strike, fire, explosion, flood or any other cause reasonably beyond the 
control of lessee. 


E. Other Clauses 





This lease and all provisions thereof shall be applicable to and bind- 
ing upon the parties and their respective successors and assigns. Refer- 
ence herein to lessor and lessee shall include reference to their respective 
successors and assigns. Should any one or more of the parties named 
above as lessors not execute this lease, it shall nevertheless be binding 
upon the party or parties executing the same. 

Lessor hereby surrenders and releases all rights under and by virtue 
of the homestead exemption laws of the state wherein the above lands 
are located insofar as the same may in any way affect the purpose for 
which this lease is made. 

In Witness Whereof, this lease is executed as of the day and year 
first above written. 




















(Seal) (Seal) 
___(Seal) (Seal) 
(Seal) (Seal) 
(Seal) (Seal) 








(Acknowledgment form not shown) 














FINANCING AN OIL VENTURE 


BY FREDERIC L. KIRGIS* 


NO ARRANGEMENT FOR FINANCING an oil venture can be analyzed 
as a legal abstraction. Vital to the evaluation of any such arrangement is a 
consideration of the business aspects of the transaction and, likewise, an 
analysis of the tax consequences of the transaction. It is utterly impossible 
to think in terms of the financing of an oil venture without thinking in 
terms of taxation. It is not the purpose of this paper, however, to analyze 
the tax problems and implications which attend each of the financing ar- 
rangements which will be mentioned. Although it will often be necessary 
to refer to the tax motivation or implication of a particular form of transac- 
tion, this paper will undertake no legal analysis of such matters. 


FINANCING OF WILDCAT OPERATIONS 


Obviously, one who has or proposes to acquire working interests in 
prospective oil properties may think of acquiring the capital which he needs 
for development through the formation of a corporation, or the utilization 
of an appropriate existing corporate organization, and the sale of securities 
of that corporation. Omitting consideration of the large and established oil 
companies who can attract investment capital from the public at large, this 
method of financing is generally not useful. If the undertaking is a failure, 
the average investor would suffer a capital loss which is not what he is look- 
ing for in wildcat operations. Most persons who are interested in putting 
money into independent wildcat oil ventures have substantial incomes, and, 
taxwise, will write off loss and expense against ordinary income. Even in 
the successful venture such prospective investors normally consider it im- 
portant that they have the opportunity of securing, personally, the deple- 
tion allowance and the option to deduct intangible costs. Furthermore, 
federal and state security regulations impose limitations, from a practical 
standpoint, on the marketing of corporate securities in wildcat ventures. 


Sale of Undivided Interests or “Units” 


A device commonly used for the accumulation of capital to finance 
wildcat operations involves the sale of undivided interests in the property 
by the owner of a lease or leases. Such transactions may take any of 


* FREDERIC L. KIRGIS. A.B. 1929, J.D. 1931, University of Illinois; ].S.D. 
1936, Yale University; Special Assistant to the Attorney General of the 
United States (1941-1945); Partner in the firm of Gorsuch, Kirgis, 
Campbell, Walker and Grover, Denver, Colorado. 


1 Bergen, Tax-Wise Drilling and Financing of Wells, 61a INst. on Orr & Gas Law 
& Tax. 505, 513 (Southwestern Legal Foundation, 1955). 
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numerous forms. Thus, undivided fractional interests (such as undivided 
Y» interests) may be conveyed to the investors or, on the other hand, the 
full or a partial interest in the property may be divided arbitrarily into 
“units” which are sold to the investors. Whichever device is used, the re- 
sults are basically the same since what in fact is sold or conveyed is an un- 
divided interest in the property. The “unit” concept is frequently used 
merely because it is mechanically easy to work with. For example, an un- 
divided % interest in the property may be transferred and divided into 100 
units, each at a fixed price, to be sold to various persons who may choose 
to invest differing and perhaps irregular amounts in the venture. 

The sale of undivided interests or “units” has a proper and legitimate 
place in the financing of independent oil ventures, but unfortunately it is a 
device which lends itself to abuse in the hands of an unscrupulous specula- 
tor. Certainly anyone entering into such a transaction needs well-informed 
legal counsel. 

Without undertaking an exhaustive enumeration, there are many fac- 
tors which make this type of transaction attractive to the investor and 
thereby useful to the operator seeking to raise risk capital. The investor 
need not provide all of the capital necessary to exploration or development 
and may therefore be able to divide his funds among numerous transac- 
tions, thereby spreading the risk. Additionally, and dependent upon the 
exact form which the transaction takes, wherein the advice of counsel 
again is sorely needed, he may secure the tax advantages of depletion? and 
the deduction of intangible drilling costs,’ both of which are of considerable 
consequence if production is developed, and of a write-off, as distinguished 
from a capital loss, of his costs if the property is proven worthless. 

Further variety exists in this form of transaction. The purchase price 
paid by the investor for his interest may entitle him to the drilling of the 
first test well free of any cost to him. That may be true only to the point 
of operation in that well where drilling is completed and decision is to 
be made whether or not to install casing in the well and attempt to com- 
plete it as a producer, or that may be true to the point of completion of 
the well into the lease storage tanks including the acquisition and installa- 
tion of all equipment. The investor may even be entitled to more than one 
free well for his original contribution. He may, and should be entitled to an 
election or option whether or not to participate in additional costs beyond 
the point to which he is entitled to be carried free under his deal, whether 
that relates to the costs of casing and completing the first test well or to the 
drilling of additional wells. In the event of election by the investor not to 
participate in any such additional costs, obviously some penalty will be pro- 
vided, as, for example, forfeiture of his interest in whole or in part in the 


2 Treas. Reg. § 1.612-4(2) (1956). 
3 BREEDING AND BurTON, TAXATION OF Oi AND Gas INCOME § 11.02 (1954). 
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well for which additional expenditures are required and in a described acre- 
age which may be all or part of the property in which he originally acquired 
his interest. 

All of these matters should be covered specifically in the agreement 
between the investor and the operator, and the agreement should, of course, 
constitute a complete operating agreement covering all phases of the future 
development and operation of the property. The negotiation and determina- 
tion of those matters is pertinent not only to the business aspects of the deal. 
Each of those matters has its own tax consequences which must be care- 
fully analyzed in relationship to the tax objectives of the parties. 

The abuses to which this device may be put are several. For example, 
a speculator may and sometimes does price the interests or units offered 
to the investor in such manner that, through their sale, he is assured of a 
profit, perhaps a substantial one, over and above the cost of performing the 
drilling or other development work which is promised. There are known 
instances where the promoter has wished, in his own self interest, to drill dry 
holes, and even instances where wells which might have been completed 
as producers were in fact plugged and abandoned to avoid the necessity 
for the promoter to expend additional funds not already committed and 
paid to him. This device also gives a promoter the opportunity to sell inter- 
ests to uninformed investors without their realizing that they need a defini- 
tive operating agreement to fix their rights and future obligations. To 
illustrate that point I have in mind a situation involving two successful and 
intelligent business men inexperienced in oil transactions who bought inter- 
ests from a single promoter in various different geographical areas. They 
thought that they were not committed to completion costs or additional 
drilling but they had no agreement or correspondence to that effect. The 
promoter is now in bankruptcy and the trustee in bankruptcy is demanding 
of these two men substantial sums allegedly owed by them for completion 
costs and additional drilling costs. 

These abuses are undoubtedly among the reasons why sale of undivided 
interests or “units” is subject to regulation by the Federal Securities and 
Exchange Commission and some state “Blue Sky” commissions, which must, 
of course, be kept in mind when advising a client who proposes to finance 
an oil venture through this device. 

Another arrangement, similar in some respects to the “unit” type of 
transaction and also subject to securities regulation if it qualifies otherwise, 
has become rather common. I know of no name or “tag” to affix to it. It is, 
however, a situation in which a group of potential investors contribute, or 
commit themselves to the contribution of, funds in some specific amount to 
an individual, syndicate, or corporation providing, under a properly drafted 
agreement which may be somewhat in the form of a trust agreement, that 
the recipient will acquire and/or develop oil properties. Usually the re- 
cipient will be given full discretion in the acquisition and operation of the 
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properties. He or it is, in a sense, the manager of the venture. Often there 
will be a series of such ventures with each contributor being entitled to par- 
ticipate in any one or more as he may choose. The different ventures may 
be distinguished one from the other by geographical areas or in point of 
time (as the 1958 venture and the 1959 venture) or merely in terms of how 
long the committed finances last before another venture must start. Each 
contributor will share in the fruits of the venture in proportion to his con- 
tribution and the operator or manager of the venture normally will find his 
reward for good management in an agreed-upon interest in production, per- 
haps an overriding royalty. He or it will have no interest in or right to re- 
tain unexpended, contributed funds. 

Obviously, the contributors in such a scheme must have confidence 
in the integrity and experience of the operator since his discretion is great, 
and perhaps this is why these ventures, in my experience, have normally 
worked out well. Here, again, a thorough agreement covering future opera- 
tions and defining the rights and obligations of the parties must exist to 
cover development and production of the properties after the original 
exploratory period covered by the initial contributions. 

The sale of undivided interests or “units” or the creation of ventures 
as just discussed contemplates, as has been seen, a transfer of or the crea- 
tion of an interest in a portion of the working interest in the property. 
There are, of course, other types of interests which may be sold for the 
purpose of raising capital. Among them are overriding royalties, net profits 
interests, and production payments. Production payments, by their nature, 
are not common in, or well adapted to, the financing of exploration or de- 
velopment of wildcat property. They will be considered later and at a more 
appropriate place in this discussion. 


Overriding Royalty 


In many respects an overriding royalty is similar to the landowner’s 
royalty, but it is carved out of the working interest held by the lessee under 
an oil and gas lease. Characteristically, an overriding royalty is a right to 
receive the proceeds from a stated percentage of production from described 
property free and clear of all costs of exploration, development, and opera- 
tion. Since it is an interest carved out of the working interest, in many 
areas the stated percentage is a percentage only of the working-interest 
production (normally % of all production), but in some parts of the 
country, overriding royalty is customarily a percentage of all production 
rather than merely of working-interest production. Consequently, in the 
drafting of any instrument relating to overriding royalty, it is prudent or 
necessary to express clearly the quantum of interest conveyed as a stated 


*See Phillips Petroleum Co. v. Oldland, 187 F.2d 780 (10th Cir. 1951); Wright v. 
Brush, 115 F.2d 265 (10th Cir. 1940). 
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percentage of % of all production or, in the alternative, as a stated per- 
centage of all (8%) production. 


Net-Profits Interest 


A net-profits interest, in distinction from an overriding royalty, is an 
interest which reflects the costs of exploration, development, production, 
and operation. In essence, it is an interest which entitles the owner thereof 
to receive a stated percentage (and here there is no problem as to whether 
it be a percentage of total or working-interest production) of the net profits 
realized by the operator from the sale of production after the deduction of 
his expenses, including payments made or due for landowner’s royalty or 
overriding royalty. In the preparation of any instrument creating a net-profits 
interest, care should be given to including a specific recitation of all of those 
costs which may be taken by the operator as deductions prior to the com- 
putation and payment of the net profits, and there should be appended to 
the instrument an “Accounting Procedure Schedule” of the type used in 
connection with operating agreements, which will specify in detail the 
method of and the limitations on the computation of the applicable costs. 
Also, in the creation of a net-profits interest it is necessary to define, 
quantitatively, the costs which may be assessed against production from any 
given well or wells. Illustrative of this is the fact that a net-profits interest 
can be drafted in such manner that it applies well by well. In such cir- 
cumstances, only the costs in connection with a given well may be taken 
into account in computing the net profits to be paid for production from 
that given well. This, however, is not a common type of transaction since 
the operator naturally will want to be able to deduct the costs of dry holes 
or non-commercial wells before computing the net profits upon which pay- 
ment must be made. The more common arrangement, therefore, is that all 
costs on a particular tract or a particular lease, within the qualitative limita- 
tions which may be agreed upon, shall be taken into account as deductions 
against production from that tract or lease. 

Obviously, overriding royalties or net-profits interests may also be 
created by reservation in the assignment of oil and gas leases. In such in- 
stances they are not so clearly devices related to the financing of oil ventures, 
but they still may be, and this is particularly so if the assignment is coupled 
with an obligation on the part of an assignee to drill or develop the premises. 
The lease owner who is unable or unwilling to use his capital for develop- 
ment can promote or secure that development through the use of another’s 
capital while retaining an interest in the property and the production or its 
proceeds. 

Without undertaking an analysis of the tax problems incident to such 
transactions, it should be pointed out that an overriding royalty interest is, 
and a net-profits interest may be if properly drafted, an economic interest 
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in the oil and gas in place, the income from which will be subject to de- 
pletion allowance.5 


“Farmouts” 


The assignment of the lease with reservation of an overriding royalty 
or a net-profits interest, when coupled with an obligation on the part of the 
assignee to drill or develop, may be termed a “farmout.” However, the type 
of transaction more often denoted when the phrase “farmout” is used in- 
volves the assignment of, or an agreement to assign, a portion of the working 
interest in the lease coupled with an obligation on the part of the assignee 
to drill or develop the property.® “Farmouts,” then, are means of securing 
development or partial development with the risk capital of others and, in 
that sense, are means of financing an oil venture. In this instance, however, 
the one whose capital is being utilized is not a mere investor. He is, or 
should be, an oil operator willing and able to drill and develop the property. 
Actually, in this form of transaction the investor may be the lessee who is 
negotiating the “farmout” to secure development, his investment having 
been made in the lease in the first instance. 

“Farmouts” may take any of several different forms. One such form 
involves the reservation to the assignor of what in the industry is termed 
a “carried” working interest. This is a device wherein a defined or definable 
undivided portion of the working interest is reserved to, or retained by, the 
assignor subject to the express condition or covenant that the retained inter- 
est is free and clear of all, and never shall be charged for any, of the costs 
and expenses of maintaining the lease and of exploration, drilling, develop- 
ment, and operation of the premises. The assignor does, however, retain 
the right to participate in production from the premises to the extent of his 
retained undivided interest, normally only after the operator has secured 
reimbursement out of production for all of his costs. This form of transac- 
tion, formerly quite common, is of questionable usefulness today. This is 
so largely because of the tax consequences which attach to the transaction 
and tend to make it unattractive to both parties. The assignor, with the 
reserved carried interest, is responsible tax-wise for the income which ac- 
crues to his account but which is retained by the operator during his period 
of reimbursement. On the other hand, the operator probably can claim the 
intangible drilling costs only in proportion to his ownership in the premises.” 
Complete analysis of any deal where the parties may wish the business re- 
sults which flow from a “carried” interest of this type, particularly where 


5Burton-Sutton Oil Co. v. Commissioner, 328 U.S. 25, 66 Sup. Cr. 861 (1946); 
Kirby Petroleum Co. v. Commissioner, 326 U.S. 599, 66 Sup. Ct. 409 (1946). 

®See Sullivan, Organization and Financing of Mining Ventures, 1 Rocxy Mr. 
Minerat Law Instr. 451, 470 (1955). 

™See Winstead, Carried Interests and Net Profits Interests, 2p INst. on Om & Gas 
Law & Tax. 517 (Southwestern Legal Foundation, 1951). 
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the assignor does not have large losses to counterbalance income, may well 
lead to a decision that a net-profits interest is a more useful tool. The busi- 
ness elements of the two devices are similar, whereas the tax consequences 
of the latter may be both more certain and, possibly, more desirable. 

Other types of “carried” working interests may, of course, be utilized 
in “farmouts.” Thus, the interest may be carried only for a specified period 
of time or during the performance of limited and specified drilling or de- 
velopment. A common example is one in which the operator agrees to 
carry the assignor’s costs of drilling the first well or the first two wells on 
the premises, after which the assignor will currently bear his own share of 
additional costs. In this type of arrangement the operator will recover the 
assignor’s share of the costs of the prescribed drilling out of and only out 
of production which may be secured and, after the operator has been re- 
imbursed in this manner, the assignor will commence to participate in his 
proportionate share of production. Such arrangement has the same un- 
certain or undesirable tax consequences, in connection with the prescribed 
drilling and during the period of reimbursement, as have been mentioned in 
connection with the ulimited form of “carried” interest. In this instance, 
however, there may be means of avoiding those tax consequences if the 
deal is arranged in such manner that the assignor conveys to the operator 
the full interest in the tract upon which drilling is to be done with a pro- 
vision for reconveyance to the assignor of his proper proportionate part 
of the working interest at some time after the operator will have recovered 
his costs from production.’ If this device is undertaken, the agreement must 
be very carefully prepared, based on a full review and understanding of the 
applicable tax law, the details of which are beyond the scope of this paper. 

Perhaps the most common form of “farmout” today is one in which the 
assignor conveys an undivided interest in the property subject to the re- 
quirement that the assignee will drill one or more wells free of cost to the 
assignor. The agreement in such cases may provide only that the drilling 
of the well or wells shall be free to the assignor, in which case specific 
provisions must be included regarding the rights and obligations of the 
parties to participate in the completion of the wells if oil or gas be en- 
countered, or it may provide that the drilling and completion of the well 
or wells, into and including the lease storage tanks, shall be free to the 
assignor. In this form of deal the assignor is entitled to his proportionate 
share of production from first production and the operator is not entitled 
to reimbursement of any type of his expenditure on or in connection with 
the free well or wells. The advantages, business-wise, of this type of deal 
to the assignor are obvious and so, too, are the advantages tax-wise since he 
is never in the position of receiving reportable income from production 
when he does not in fact receive the income itself. The assignee’s or opera- 


8 P-H Oi & Gas Taxes § 4005.4(2) (1956). 
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tor’s right to deduct intangible drilling costs is limited to the proportion 
commensurate with his interest in the property, but this is merely a factor 
which he must take into account in determining whether the deal is a good 
business deal from his standpoint. 

In connection with this type of “free well” deal there again is a ques- 
tion whether the assignee or operator can be given the advantage of the full 
deduction, for tax purposes, of the intangible drilling costs if the transaction 
is set up in such a manner that the entire interest in the tract upon which 
the drilling is to be done is conveyed to him subject either to a right, or a 
right of election, in the assignor to acquire a partial reconveyance at some 
time after the free drilling is completed. This arrangement should be under- 
taken, if at all, only after counsel has satisfied himself fully as to whether 
the desired tax consequence will, in fact, be accomplished. I would under- 
take it only after advance ruling by the Internal Revenue Service. 

Although not common, it should be mentioned in passing that “farm- 
out” agreements may be created without specific drilling obligations. The 
required work by the assignee may be, instead of drilling and actual de- 
velopment, the performance of geological or, more often, geophysical work 
to aid in evaluation of the property and to serve as a predicate for the 
possible formulation of a drilling and development program between the 
parties. 

As is the case in any instance where a portion of the working interest 
is conveyed, all “farmout” agreements of the type of which we have been 
speaking should include, or be accompanied by, a complete operating agree- 
ment between the parties to define fully their rights, responsibilities, and 
obligations in connection with the development and operation of the prop- 
erty beyond the point to which free work is to be performed by the 
assignee. 


Assignment of Specific Tracts 


An additional method of financing wildcat plays is to assign the full 
working interest in specific tracts within the over-all property, those tracts 
normally being designated in such manner that the resultant pattern of 
ownership is the pattern of a checkerboard. This type of transaction can 
incorporate an obligation on the part of the assignee to drill designated wells 
or do specified development work. Through this device the assignor may 
secure the drilling of wells which offset his retained acreage and tend to 
evaluate it. This creates a relatively simple situation tax-wise. Each party 
owns his own wells, pays his own expenses, disposes of his own production, 
and gets the full benefits of intangible drilling cost and depletion allowance 
write-offs and of depreciation.? The undertaking by the assignee of the obli- 
gation to drill a well or wells appears to be of no significance from a tax 


® Bergen, supra note 1, at 520-21. 
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standpoint, and any increase in the value of the retained property by reason 
of the drilling of offset wells does not create taxable income to the assignor.!° 
Furthermore, the fact that after discovery the entire field may be unitized 
to include properties of both the assignor and the assignee is not of con- 
sequence. This arrangement does, however, have some initial disadvantages 
from a business standpoint. In the absence of unitization, or prior to the 
consummation of unitization, each party may have to duplicate field facilities 
and expenses. 


Dry-Hole and Bottom-Hole Contributions 


Another common method by which the owner of prospective oil 
property may secure financial assistance toward development is through 
the medium of the dry-hole or bottom-hole contribution. In the dry-hole 
contribution agreement the owner of adjoining or nearby property agrees 
to make contribution of a specified amount of cash in the event that the well 
be drilled to an agreed depth without the discovery of production in com- 
mercial quantities. A bottom-hole contribution agreement involves similar 
factors except that the contribution is due when the well reaches the agreed- 
upon depth, whether or not productive. Actually, the contribution may be 
in property rather than cash, as for example, when the owner of an adjoin- 
ing tract which will be evaluated in whole or in part by the drilling of the 
proposed well agrees to contribute a forty-acre parcel out of his property 
to the drilling party. These arrangements have no complicating tax conse- 
quences. In general, a dry-hole contribution is deductible as ordinary loss 
by the donor; the same is true as to a bottom-hole contribution unless the 
well is productive, in which event the value of the contribution should be 
capitalized by the contributor; 1! and the recipient of the contribution must 
reduce his costs tax-wise by the amount of cash or the fair market value of 
the property received by him. 

In conclusion of this portion of the discussion, dealing with methods 
commonly used to finance wildcat ventures, reference must of course be 
made to the fact, although I do not propose to analyze it, that the partner- 
ship or, more often, the limited partnership form of business organization 
can be employed to acquire capital or additional capital for exploration and 
development. Except, perhaps, for the tax peculiarities of oil and gas transac- 
tions, the incidents of partnership in the oil venture are not different than 
those with which you are familiar in other business transactions. 


FINANCING OF OPERATIONS ON PROVEN OR SEMI-PROVEN ACREAGE 


In the financing of operations on proven or semi-proven acreage, all 
of the financing devices already discussed in relationship to wildcat acreage 


10 Tid. 
11 BREEDING AND BuRTON, TAXATION OF Oi AND Gas INCOME § 8.06 (1954). 
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can be employed. The emphasis, however, will vary. Normally the owner 
of proven or semi-proven acreage is not desirous of disposing of any of his 
interest if he can find means of financing which do not require that. Con- 
sequently, “farmouts,” sales of undivided interests or “units,” and assignments 
of checkerboard acreage are less common in this instance. Likewise, dry-hole 
or bottom-hole payments are less common inasmuch as the owners of ad- 
joining acreage are apt already to have such information as they desire in 
evaluation of their acreage, although this may not be so if the well or wells 
to be drilled are “‘step-out” wells, the purpose of which is to determine the 
extent of then proven or semi-proven area. On the other hand, in this cir- 
cumstance there may be greater opportunity for the use of the corporate 
form of organization and the sale of stock. To those of the investing public 
who are stock-minded, the presentation of an offering which includes proven 
or semi-proven acreage is more attractive. 

The existence, however, of proven production on all or part of the 
property opens up an entirely new source of potential capital. Those who 
control capital, whether they be institutional or individual, and who are 
concerned with putting that capital to work primarily for the production 
of income are interested mainly in security to support any loan or advance 
which may be made. Obviously, no such security exists in connection with 
wildcat acreage, but it well may exist in connection with proven or semi- 
proven acreage. These potential lenders or investors are not concerned 
with the tax advantages which may accrue under various of the forms of 
financing devices heretofore discussed. Their primary concern is with a 
normal or, of course, better-than-normal return on their money and with 
security in the transaction. 

In view of all of these circumstances, the lending of funds by invest- 
ment-minded, as distinguished from speculative-minded, individuals or in- 
stitutions constitutes the more usual method of financing for proven or semi- 
proven properties. In such a transaction, commonly, there will be a promis- 
sory note, in whatever amount and form may be negotiated by the parties, 
which normally will be supported by a loan agreement and secured by a 
mortgage or deed of trust on the properties against which the loan is made. 
Perhaps it should be pointed out in passing that it is possible for this type 
of financing device to be used to develop wildcat properties but only where 
the operator has producing properties against which the loan will in fact 
be made and which will constitute the security for the transaction. 

Inasmuch as this type of financing normally involves an institutional- 
type lender, more commonly a bank but sometimes an insurance company, 
the details of such a transaction will be treated later in this paper under the 
heading of institutional financing. 


Production Payments 


It does seem appropriate at this point, however, to consider production 
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payments, commonly called “oil payments,” although actually they may in- 
volve gas production as well as oil production. Financing through the 
strategem of production payments may be conducted with institutional 
lenders, of course, but it is not uncommon in transactions with individuals 
who have capital available. 

Fundamentally, a production payment is a limited right to oil or gas 
in place which entitles its owner to a defined fraction or percentage of pro- 
duction for a limited and specified period of time, or, more commonly, 
until a specified sum of money has been received, or, less commonly, until 
a specified number of barrels of oil or thousand cubic feet of gas has been 
received.!? Thus the investor, in a simple production-payment transaction, 
is not making a loan in any technical sense but is, instead, purchasing a 
terminable interest in production and its proceeds. In the usual situation 
of this type the investor will look for his profit or return on his investment 
to the gap between the amount which he pays for his production payment, 
on the one hand, and the amount which he is entitled to receive from the 
production payment, on the other hand. For example, a production pay- 
ment may be sold for $100,000 the receipt of which provides that amount 
of capital to the operator, whereas the production payment calls for the 
allocation to the investor of production in an amount of, say, $110,000. 

This type of transaction also has various advantages, business-wise, to 
the operator. He secures capital without the permanent assignment of an 
interest in his property. He has no “partner” or “associate” looking over 
his shoulder and having any say regarding his method of development and 
operation. Also, the payment normally is made only out of a stated pro- 
portion of total production as, for example, where the assignment is of one- 
half of the oil in place and one-half of total production until $110,000 is 
received from the proceeds of such production. Even during the life of the 
production payment, the operator retains a substantial portion of the pro- 
duction for his own account. 

If a bank is the source of the funds for purchase of the production 
payment it normally will not be the purchaser of that payment. A bank’s 
business is the lending of money rather than the acquisition of property. 
Consequently, in such circumstances the production payment will be bought 
by X and he will pledge it to the bank to support a loan of the funds to 
cover the purchase. Usually, of course, this double transaction will be 
consummated by prior arrangement in such manner that the purchase and 
the loan are closed simultaneously. 

There are various types of production payments. The one which we 
have been discussing thus far is a “carved-out” payment. A “carved-out” 
payment exists where and only where the one who conveys the production 
payment retains what may loosely be called a reversionary interest, i.e., 


12 Knight v. Chicago Corp., 183 S.W.2d 666 (Texas Civ. App. 1944). 
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where the proportion of production which is made subject to the payment 
will revert to the assignor at the termination of the payment. This is a 
common form of production payment used for financing purposes. Never- 
theless, a production payment can be created by reservation, as when the 
owner undertakes to convey the property, whatever his motivation may be, 
and when the assignee either cannot or does not choose to make full pay- 
ment and negotiates for the reservation of a production payment by the 
owner as part consideration. In a sense, of course, this is still a financing 
arrangement in aid of development of the property insofar as the assignee 
is concerned. 

The principal considerations which have led to the use of the production 
payment have been of a tax character although, as is apparent, there are 
substantial business advantages to the device. In passing, however, let it 
be said that the sale of a carved-out oil payment, heretofore considered by 
many to involve a capital transaction for tax purposes, appears now not 
to be such a transaction under the holding in Commissioner v. P. G. Lake, 
Inc., decided April 14, 1958.18 


The A-B-C Plan 


A rather complex transaction utilizing the production payment device 
is the so-called A-B-C plan.!* Normally, this will be used in a situation where 
A owns proven or semi-proven property and B desires to acquire that 
property in circumstances where it is his preference, if not his need, to 
utilize his own capital for further development and operation rather than 
in meeting the entire purchase price. Ordinarily A will be willing to go 
along with the plan so long as he can expect to receive his asking price at 
the time of the closing of the transaction, and this device is designed to 
permit that result. Stripped of detail, the A-B-C transaction fundamentally 
is one in which A conveys the property subject to a reserved production 
payment. B acquires the property subject to the production payment 
covering a substantial portion of the purchase price. By pre-arrangement, 
A promptly (normally simultaneously) sells his reserved production pay- 
ment to C. C may be a person or institution willing to participate in the 
financing of the arrangement through the purchase of the production pay- 
ment and looking for his or its profit to the anticipated return from the 
production payment in excess of the purchase price. 

In this manner, A has received his purchase price, B has received the 
property under a plan which permits him to proceed with further develop- 
ment, and C has made a lucrative investment. 

Incidentally, as the plan works in practice, C often is a corporation of 


13 356 U.S. 260, 78 Sup. Ct. 691 (1958). 
14See Johnson, Legal Aspects of Oil and Gas Financing, 97H Inst. on Om & Gas 
Law & Tax. 141, 146 (Southwestern Legal Foundation, 1958). 
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limited means whose principal function may be merely to participate in this 
transaction or this and other similar transactions, which in turn sells the pro- 
duction payment to another with reservation of an element of profit or, 
more commonly, secures a loan by prior arrangement from a bank or other 
institution which loan is secured by the production payment. If the trans- 
action takes this form, C is in effect the entrepreneur insofar as the financing 
of the transaction is concerned or, if not the entrepreneur, is a vehicle 
through which the bank, which will not purchase, can effect a loan. 

This A-B-C transaction, although a convenient device for business 
reasons, probably had its inception in tax considerations. The decision in 
Commissioner v. P. G. Lake, Inc. is generally considered not to affect this 
form of transaction or to alter its tax consequences. 


INSTITUTIONAL FINANCING 


Institutional financing, which commonly involves banking institutions, 
most often involves the lending of money on security. Usually, of course, 
the ultimate basis of the loan is the relationship between the institution 
and the borrower. Banks which specialize in oil loans (and banks which 
do not specialize in them probably should not make them at all) normally 
have oil departments manned by personnel skilled not only in banking 
techniques but also in oil and gas operational problems. Those staffs may 
include economists versed in the oil and gas industry and they certainly will 
include petroleum engineers or geologists. Banks whose volume of oil 
business does not justify a permanent staff of technicians such as engineers 
and geologists will nevertheless have the services and advice of expert con- 
sultants in those fields who may or may not be on a retainer basis with the 
institution. 

One who seeks an oil loan, on his own properties or on a production 
payment, will find that the properties which he offers as security, or from 
which the production payment comes, will be subjected to searching ex- 
amination. The applicant’s title to the properties will, of course, be inde- 
pendently examined for the bank by such attorneys as it may designate or, 
in some instances, by attorneys in whom the bank has confidence and who 
may theretofore have been familiar with the title. More than that, however, 
a technical and detailed analysis of the production reserves in the property 
will be made. The applicant will be required to submit all production in- 
formation and all geological and engineering information which he has in 
his possession, including well logs, geological reports, and core analyses. 
The bank’s petroleum engineering and geological advisors will not only 
examine these data, but will also consider any and all other data which may 
be available to them from any other sources. Customarily, an engineering 
reservoir study will be made and the reserves for future production will be 
estimated. Additionally, for the purpose of determining the anticipated 
realization from the calculated reserves, economic computations will be 
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made, based on, among other things, the actual and estimated costs of 
producing oil, anticipated prices, and probable market conditions. You 
may confidently expect all of these calculations and computations to be 
made conservatively. 


The Lawyer's Réle 


The lawyer’s job in connection with these transactions is basically 
twofold: (1) to determine the validity of title to the property; and (2) to 
prepare or review the loan papers. Certainly it is not within the purview 
of this paper to discuss title problems, but it may be desirable to make some 
mention of the loan papers. 

Basic, of course, is the promissory note which will be used. It seems 
unnecessary to discuss in detail the form or content of such an instrument. 

The note will be secured either by a conveyance or assignment of the 
leasehold estate or production payment or, in the alternative, by a mortgage 
or deed of trust, dependent upon local practice, covering the leasehold 
estate or production payment. Based on experience, the mortgage or deed 
of trust provides the more satisfactory security. The lender, if he takes an 
outright conveyance or assignment, opens the door to what may be un- 
foreseen difficulties in the event of default by the debtor. The courts will 
normally examine such a conveyance or assignment, and if it is found to be 
in fact a security device, will consider it on the same footing as a mortgage. 
The lender, however, in accepting an absolute conveyance in lieu of a 
mortgage or deed of trust, has lost the opportunity to project into the 
transaction short-cuts and provisions regarding private sale and the inci- 
dents thereof which will facilitate foreclosure. Should default arise, the 
lender no doubt will have to proceed under the statutory foreclosure pro- 
ceedings which may exist in any given jurisdiction. Although recent codes 
and statutes in various states have done something to simplify the remedy 
by bill in equity, at best the process of foreclosure by suit is cumbersome 
and expensive. 

The loan agreement probably also will require the delivery by the bor- 
rower to the bank of instruments designated as an assignment of runs and, 
separately, a transfer order. The purpose of the assignment of runs is to 
convey the right to receive the proceeds of production, and the purpose of 
the transfer order is to advise and direct the purchaser of the production to 
pay the proceeds of that production to the lender. Normally, these instru- 
ments will not assign or relate to the proceeds of all of the production from 
the property unless, of course, a production payment is involved, in which 
case all runs attributable to the payment will be transferred. It is in the 
interest of the lender to make certain that the borrower, if he be the opera- 
tor, retains enough income to be able to operate the property after he has 
expended the proceeds of the loan on the drilling or development which is 
contemplated. Consequently, except in production payment loans, it is 
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normally considered good business to allow some determined portion of the 
proceeds from production to accrue to the borrower and, conversely, to 
limit the lender’s right to receive the proceeds of runs to some amount less 
than the total proceeds. The proceeds so received by the lender are, of 
course, applied as a credit against the indebtedness. 


Closing the Loan 


It may also be worthwhile to make mention of the problems of closing 
such a loan. In doing so, perhaps the A-B-C transaction in its simplest form 
provides the best example. The closing of almost any other loan transac- 
tion will require some of the same procedures and no additional or differ- 
ent procedures. 

Numerous documents must be handled and they should, of course, be 
prepared in advance and, if at all possible, have the prior approval of all 
parties and their counsel. The minimum documents involved, to conclude 
the transaction properly and expeditiously, are: 


(1) the loan agreement; 

(2) the conveyance or assignment from A to B with the reservation of 
the production payment; 

(3) the conveyance or assignment of the production payment from 
AtoC; 

(4) the note from C to the lender; 

(5) the mortgage or deed of trust from C to the lender; 

(6) the assignment of runs from C to the lender; and 

(7) transfer orders, to be delivered thereafter to the purchaser of the 
production and covering all transfers—that from A to B to the 
extent that the production payment does not reserve all runs and 
those from A through C to the lender to the extent that the pro- 
duction payment does cover the runs. 


Quite aside from the execution and delivery of the papers, at least two 
other problems must be simultaneously met at the exact time of closing, 
both of which will have required advance arrangement. Someone, pre- 
sumably a lawyer, will have to be standing by in the recorder’s office of the 
county where the lands lie, which may be many miles from the place of 
closing, to verify the fact that no instruments have gone of record since 
the last certification of the abstracts which have theretofore been examined. 
The other matter is the transfer of funds by the lending bank (or the bank 
of the lender if the loan comes from one other than a bank) through C so 
that they will accrue to the account of A. These matters customarily will 
be taken care of by telephone. When all is in readiness, a call to the lawyer 
at the recorder’s office and his word that nothing has gone of record will 
trigger the entire closing, and a call to the bank at the conclusion of the 
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closing, which then is rapid-fire, will cause the almost instantaneous transfer 
of funds. 

Clearly, there is in this procedure still a problem regarding the recorda- 
tion of the conveyances and security instruments (basically those identified 
as items (2), (3), (5), and, if you chose, (6) in the tabulation above) before 
other instruments can go of record after the closing. To meet this situation 
it is desirable to have had those instruments executed in advance and to have 
delivered them conditionally to some person, perhaps the lawyer standing 
by in the recorder’s office if the parties so agree, who is authorized to re- 
cord them, in the order in which they are listed, on telephonic word so to do. 

The possible complexity of this procedure is obvious and it may, of 
course, be even more complex with the addition of other properties or even, 
in some instances, other parties. For orderly and efficient handling, a “clos- 
ing memorandum,” which establishes priority of functions and also serves 
as a check-list, is highly desirable. In given circumstances, such a memoran- 
dum itself may be several pages long. 

Although it is not common in my part of the country, there no doubt 
are places where banks or title companies may have adequate escrow fa- 
cilities to aid in the conclusion of a transaction such as we have been con- 
sidering. 


CONCLUSION 


In conclusion I point out that which is no doubt apparent. Although 
for organizational purposes this discussion has been broken down into cer- 
tain headings, the subject matter is interrelated. There are no water-tight 
compartments. Borrowing from the vocabularly of the petroleum geologist, 
in this subject area there is not only porosity but there also is permeability. 




















TRANSFER OF MINERAL AND 
ROYALTY INTERESTS 


BY JOHN H. HARDIN * 


DESPITE THE APPEARANCE of the word “mineral” in the title, this 
discussion will be limited to transfers of oil and gas interests, since the law 
with respect to solid minerals and that relating to oil and gas has, to a great 
extent, developed separately because of substantially different problems 
characteristic of each industry; and, perhaps more important, because of 
the fact that this symposium is labeled as being one devoted to oil and gas. 

No attempt will be made here to deal with the transfer of overriding 
royalty interests usually created out of the oil and gas leasehold or working 
interest in connection with a transfer of the lease or working interest.! First, 
we shall examine transfers (other than by means of oil and gas leases) of 
landowners’ interests in oil or gas where there is no question as to whether 
the term “minerals” includes oil and gas. Second, there will be a discussion 
of the Illinois cases, both state and federal, which have passed upon the so- 
called “coal and other minerals” deeds and have announced rules and con- 
clusions as to when, whether, and under what circumstances oil and gas may 
have been conveyed or reserved by such instruments. 


DEFINITION OF INTERESTS 


Definitions not only are sometimes of no great help, but frequently 
create the petard upon which one who utters definitions may unhappily be 
hoist; but we must attempt to distinguish between mineral and royalty 
interests. 

The grantee in a mineral deed, being the owner of the mineral interest, 
has all the following rights: (1) to go upon the land, conduct exploratory 
operations, and produce oil and gas; if his interest is acquired subject to a 
valid oil and gas lease, his rights are subject to it, but may be exercised on 
the termination of the lease; (2) to execute an oil and gas lease, unless there 
is a valid oil and gas lease to which the interest is subject; (3) to share in 
bonuses under future leases; (4) to share in delay rentals under existing 
and future leases; and (5) to share in royalties under existing and future 
leases. 

Royalty, on the other hand, is generally regarded as meaning a share of 
the gross production of oil or gas from land, free and clear of all costs of 
production. The right to receive such royalty can be created by an oil and 
gas lease, or by a transfer of mineral or royalty interests before or after the 


* JOHN H. HARDIN. Pb.B. 1931, J.D. 1933, University of Chicago; 
Partner in the firm of Sorling, Catron and Hardin, Springfield, Illinois. 


13 Summers, Oi anp Gas § 554 (1958). 
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existence of an oil and gas lease, that is, by either a mineral deed or a 
royalty deed. In a royalty deed which creates a true non-participating 
royalty, the royalty owner shares only in royalty under existing and future 
leases. The term “royalty” as used by those in the business of buying royalty 
or mineral interests has no particular meaning, as the statements of such 
dealers are frequently no more precise than to indicate that the dealer has 
bought or sold so many royalty acres. What has been conveyed depends 
on the terms of the instrument. 

The term mineral or royalty deed (and I do not refer to the absolute 
fixed term grant or reservation, the rights under which obviously cease 
with the passage of the specified time regardless of whether there is pro- 
duction) poses a problem not common to the perpetual mineral grant. After 
the execution and delivery of a deed of this sort, the reversionary interest 
of the grantor appears to have all the characteristics of a possibility of a 
reverter. A title examiner, confronted with such an instrument in an ab- 
stract, must determine whether there has been production of oil or gas at 
any time during the fixed period of the deed. If there has been production, 
the examiner must determine when it occurred and whether it terminated, 
and if so, when. Regardless of the intermediate conveyances, appropriate 
grants should be obtained from the original grantor or his heirs after pro- 
duction ceases, or if there has been no production, the same sort of deed 
should be obtained. 

Perhaps one of the major causes of the great difficulty in arriving at 
any rationale for determining the true meaning of mineral and royalty trans- 
fers is the unfortunate belief that there is certainty in the law, that the 
written instrument should mean the same thing to all men. No doubt this 
notion as to the law originated with laymen; but lawyers have been affected 
by it, possibly to the point of believing it more often than occasionally. In 
very few fields is such a belief more erroneous than in the field of oil and 
gas. An oil and gas lease is not a lease. A conveyance of royalty may not 
be that alone; some courts say it is a conveyance of the right to explore for 
and produce oil and gas, of the right to lease them or that it is a conveyance 
of the oil and gas in place, depending on the state in which the land is 
located. While the phrase “non-participating royalty” has come to have a 
fixed meaning in some states, it does not in others. The fixed meaning has 
been arrived at after years of construction. Why a conveyance of royalty 
should, as a matter of common sense or logic, give the grantee no right to 
lease or to receive delay rentals or bonus money, but merely a non-partici- 
pating royalty, as the term is used in the oil business in some states, is be- 
yond me. In those states where such a grant does not necessarily create 
a non-participating royalty interest, small variances in wording may or may 
not create one. In brief, all I can give you here and in the discussion to 
follow as to the size of the fractional interest conveyed by an instrument 
is that when you have one to construe, hope that you can find an apple tree 
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case that is well reasoned. Professor Summers has collected the cases by the 
dozens and explained or briefed most of them. 


TRANSFER BY GRANT OR RESERVATION IN DEED 


Formalities of Transfer 


Since in almost all jurisdictions these transfers are of interests in real 
property, it follows that any such transfer, and the contract preceding it, 
must comply with the formalities of any other contract or instrument of 
conveyance relating to real property. Such instruments are, of course, 
governed by the same rules of construction applied to any other disposition 
of real estate. The laws of the state where the land is situated must be 
complied with as to requirements of seal, release of homestead, acknowledg- 
ment, accuracy of legal descriptions, the Statute of Frauds, the rule as to 
whether words of inheritance must be used, recording, and so on. One of 
the more frequently quoted rules relating to construction in this state is: 


“The primary purpose of the construction of a deed is to ascertain 
the intention of the parties, to be gathered from the instrument as a 
whole, giving effect to every word and rejecting none as meaningless 
or repugnant, if this can be done without violating a positive rule of 
law. The words need not be construed literally or strictly, since greater 
regard is accorded to the real intention as manifested in the entire deed 
than to any particular word or arrangement in its expression. In order 
to understand the language in the sense intended by the parties, the 
court will consider the facts they had in mind, including their situa- 
tion, the state of the property, and the objects to be attained. . . . More- 
over, when there is ambiguity, a reasonable interpretation by the 
parties, to be found in their contemporaneous or subsequent acts and 
declarations, will generally be adopted.” ? 


The rule is a pretty one, but it is apparent that it will not always 
answer all questions as to what any given deed means. People, including 
judges and lawyers, may differ as to what constitutes an ambiguity as to 
the sense intended by the parties or as to the objects to be attained by a 
particular instrument. The deed in Magnolia Petroleum Co. v. West * was 
in statutory form, no words of inheritance being used. Our courts have con- 
strued section 13 of the Conveyances Act ‘ to require a rule of construction 
similar to that quoted. However, most of the printed forms of mineral 
deeds in general use in Illinois are bargain and sale deeds, containing words 
of inheritance. Our courts have indicated that where in a deed words of 
inheritance are used and the estates referred to in the granting clause and 


2 Magnolia Petroleum Co. v. West, 374 Ill. 516, 520-21, 30 N.E.2d 24, 26 (1940). 
3 Supra note 2. 
*Iui. Rev. Strat. c. 30, § 12 (1957). 
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those in the habendum clause are so repugnant they cannot be reconciled, 
the granting clause will control and the habendum clause will be rejected 
as void. But where no words of inheritance are used, the court will go over 
the entire instrument and give weight to everything in it.5 Despite such 
pronouncements, I have some doubt that, where words of inheritance are 
used, our courts will toss out an entirely inconsistent habendum clause; 
they might well resort to extrinsic evidence, although, it is to be hoped, 
not testimony as to what the parties intended. Courts in other jurisdictions 
seem to have attempted to construe the entire instrument, regardless of 
whether words of inheritance have been used. 

Except in the state of Kansas, there appear to be no cases holding that 
a perpetual royalty interest violates the Rule Against Perpetuities. It has 
been assumed that the interest is vested. The Kansas case, Lathrop v. Eye- 
stone,® indicated that there was no limitation on the time in which a future 
lease need be executed, if at all, and it was therefore problematical as to 
when such an interest under future leases would vest. Kansas, however, has 
the notion that royalty is not an interest in land, but is limited to the part 
of the oil and gas payable to the lessor out of production as personal 


property. 
The Deed 


Although all the printed forms of mineral deeds which I have seen in 
general use in Illinois are, as previously stated, bargain and sale deeds, and 
consequently contain a good deal of excess verbiage, they will, if the blanks 
are filled in properly, transfer to the grantee formally what the parties in- 
formally intended. The granting clause indicates a conveyance to the grantee 
of an undivided blank interest in oil, gas, and other minerals, or, if the parties 
really limit the subject matter of the transaction to what was most probably 
intended, in the oil and gas in, under, and that may be produced from the 
real estate in question, with a blank for a specific legal description. The 
legal description is sometimes more interesting than specific, with rights of 
ingress and egress for the purpose of mining, exploring, operating, and de- 
veloping the land for the oil, gas, etc., specified in the grant, plus a large 
part of the privileges granted the lessee in most oil and gas lease forms. The 
instrument goes on to indicate that it is subject to any rights now existing 
under any valid oil and gas lease of record, it being understood that the 
grantee shall receive and enjoy the “herein granted undivided interest in 
and to all bonuses, rents, royalties and other benefits which may accrue 
under the terms of [the existing lease] . . . precisely as if Grantee herein 
had been at the date of the making of said lease the owner of a similar un- 
divided interest in and to the land described and Grantee one of the lessors 


5 Smith v. Grubb, 402 Ill. 451, 84 N.E.2d 421 (1949). 
6170 Kan. 419, 227 P.2d 136 (1951). 
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[in such lease].”7 The grantor agrees to execute such further assurances 
as may be required for the full and complete enjoyment of the rights 
granted by the deed, and agrees that the grantee may redeem for the 
grantor by paying any mortgages, taxes, or liens on the land, upon failure 
of payment by the grantor, and be subrogated to the rights of the holder 
of the indebtedness in question. The instrument then concludes with a 
habendum clause providing that the grantee (words of inheritance being 
used after the word “grantee”) is to have and to hold the property, ease- 
ments, rights, privileges, and appurtenances for a term of years; or, for a 
term of years and as long thereafter as oil or gas is produced on the prop- 
erty; or in perpetuity. Fixed term deeds and pure royalty transfers seem 
not to be in any considerable circulation in Illinois. I found one instrument 
entitled “Sale of Oil and Gas Royalty,” but in fact it is a common garden 
variety of mineral deed, and would be construed to be such. 


Deed as Ratification of an Existing Lease 


Although the real reason for inserting in a mineral deed provisions to 
the effect that the conveyance is subject to any existing oil and gas lease 
is that of protecting the grantor on his warranty, the few cases on point 
uniformly hold that the conveyance amounts to a ratification of the lease 
by both parties. This was the case in Humble Oil & Ref. Co. v. Clark,8 
where ratification was held to have occurred where delay rentals had been 
missed on the interest out of which the fractional interest was carved. 


PropUCTION AT END oF PRIMARY TERM 


The specific language in the “as long thereafter” clause may read “as 
long thereafter as oil, gas, casinghead gas, and casinghead gasoline, or any 
of them, is or can be produced from said land,” or “as long thereafter as oil 
and/or gas is produced from the land or the property being developed and 
operated,” or “as long thereafter as oil or gas is produced in paying quanti- 
ties,” or “as long thereafter as oil or gas is produced.” In other states, phrases 
have been used stating in substance that if there is no production in paying 
quantities after the passage of a specified period of time, the grantee’s rights 
terminate, or if there is such production, the rights terminate on cessation 
of production. 

In connection with the so-called term mineral deed, the rule generally 
is that it is a question of fact whether there is production at the expiration 
of the fixed term, but in any event there must then be production if the 
deed calls for it, as in Sellers v. Breidenbach,® in which it was held that there 
was no production at the expiration of the term, even though there were 


77 Summers, Ort anp Gas § 1468 (1939). 
8126 Tex. 262, 87 S.W.2d 471 (1935). 
® 300 S.W.2d 178 (Tex. Civ. App. 1957). 








512 OIL AND GAS LAW [Vor. 1959 


shut-in gas wells on the premises capable of producing in paying quantities. 
The reasoning of the courts is that parties are capable of making provisions 
covering such situations, and if they do not, the instrument means what it 
says. Where there has been production within the prescribed period, and 
the lease is temporarily shut down for a reasonable period for the re- 
working of a well or wells, the temporary cessation of production ap- 
parently does not terminate the mineral interest.!° 

Production from one of two tracts described in a term mineral deed has 
the same effect as production from both tracts, the rule apparently follow- 
ing that in an oil and gas lease where there is production from one of two 
tracts covered by it.!1 Since such deeds state “as long thereafter as oil and 
gas, or either of them, is produced from said premises,” or use similar 
language, the result hardly comes as a surprise. Assuming that there is no 
question of production at the expiration of the primary term, there is still 
a question whether production from land other than that described in the 
deed, but with which the described land has been pooled either voluntarily 
or by compulsion under conservation acts, will amount to production from 
the premises in question. If a valid lease, covering land subject to such a 
mineral deed, contains a commonly used pooling clause, and the land sub- 
ject to such deed is pooled with other land and production is obtained 
from the latter tract, there is production from the entire pooled acreage. 
In Spradley v. Finley,!? the court pointed out that a landowner joining in a 
lease containing a pooling clause could very well have provided that pro- 
duction from any unitized or pooled acreage would not constitute produc- 
tion on the land specifically described in the mineral deed and upon which 
there had been no drilling. The rule with respect to pooled acreage has 
also been applied to a lease executed by two or more parties covering 
separate tracts of land owned by each, even though the lease had no pooling 
clause.1% This rule would very probably be applied only in Texas and 
Oklahoma, which hold that owners of two or more tracts who include 
land separately owned by them in one lease, even though there is no pooling 
clause, have impliedly agreed that the production from any tract is re- 
garded as production from all leased tracts, and that royalties will be paid 
in proportion to the acreage owned by each. A Louisiana case indicates that 
production from any part of a unit created by compulsion (here an order 
of the Conservation Commission of Louisiana) will amount to production 
from each tract in the unit where the mineral interest in one of the tracts, 
and upon which no well was drilled, is subject to defeasance in the absence 


10 Postier v. Postier, 296 P.2d 138 (Okla. 1956). 
11 Hillegust v. Amerada Petroleum Corp., 282 S.W.2d 892 (Tex. Civ. App. 1955). 
12 302 S.W.2d 409 (Tex. 1957). 


13 Peerless Oil & Gas Co. v. Tipken, 190 Okla. 396, 124 P.2d 418 (1942); Southland 
Royalty Co. v. Humble Oil & Refining Co., 151 Tex. 324, 249 S.W.2d 914 (1952). 
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of production within a fixed time.'* The decision in this case should 
logically be followed in Illinois in connection with drilling units formed 
responsive to an order of the Oil and Gas Division of the Department of 
Mines and Minerals under section 22.1 of our Oil and Gas Act.!® As a matter 
of precaution, however, logic should be abandoned, and any lawyer repre- 
senting the person acquiring a term mineral interest by grant or reservation 
should provide in the instrument as to the effect of production from any 
drilling unit, no matter how created, of which the tract in question may 
be a part. 


EXTENT OF INTEREST CREATED 


Non-Participating Royalty Interest 


What, if anything, can the owner of a non-participating royalty inter- 
est do to obtain production and get his share of it? The Supreme Court of 
Texas has recognized that one who has retained the right to lease does have 
obligations to the owner of the non-participating royalty. In Brown v. 
Smith 16 it was clearly indicated that the owner of the right to lease could 
not alone pool other land with land subject to a non-participating royalty. 
It appears that the holder of the right to lease must deal in good faith with 
or on behalf of the non-participating royalty.17 The courts have hinted in 
the few decided cases that if the lessor’s economic interest does not pro- 
tect the royalty owner, the court will. Such problems as protection from 
drainage, leasing or not when a term royalty is about to expire, minimum 
royalty, sharing in royalty in excess of %, and others are of such importance 
that relying on the lessor’s implied obligations of fair dealing is less desirable 
than covering the rights of the parties in the instrument.1® 


Transfers of Fractional Interests 


How are we to determine the intention of the parties as to the extent 
of the fraction created by a mineral or royalty transfer? There are cases 
in which determination of the question is at best unsatisfactory. Conversa- 
tions with landowners and those who buy and sell mineral interests lead me 
to believe that the omnipresent fraction % must be the trouble. After many 


14 Ohio Oil Co. v. Kennedy, 28 So. 2d 504 (La. Cr. App. 1946). 

15 Ipp, Rev. Stat. c. 104, § 83a (1957). 

16 141 Tex. 425, 174 S.W.2d 43 (1943). 

17 Hudgins v. Lincoln Nat'l Life Ins. Co., 144 F. Supp. 192 (E.D. Tex. 1956); 
Schlittler v. Smith, 128 Tex. 628, 101 S.W.2d 543 (1937). 

18For complete discussions of the problems arising out of the separation of the 
leasing power from the mineral or royalty interest, see Jones, Non-Participating Royalty, 
26 Texas L. Rev. 569 (1948); Jones, Problems Presented by the Separation of the Ex- 
clusive Leasing Power From the Ownership of Land, Minerals, or Royalty, 2p INst. on 
Om & Gas Law & Tax. 271 (Southwestern Legal Foundation, 1951). 
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a landowner has leased, he begins thinking in terms of being entitled to a 
% royalty, to % of the oil, that is, what he has left, what he owns. If he 
transfers a fraction of his royalty only, and says this and nothing more, the 
chances should be that no one will be wounded. But before the transaction 
is completed, someone starts figuring, takes a look at a printed form, and 
concludes that 4 of % of the oil is 14, of it, so that blank in which the oil 
and gas is conveyed had better have 14x, or better still, 4% of % put in to 
conform with the explanation of the royalty which the grantee is getting, 
or to convey % of what the landowner has left, or 4% of %. Production 
follows and the fight is on, and some defenseless judge becomes a captive 
audience and must figure out what the deed means and how much extrinsic 
evidence he can validly hear to adjudicate the issues. 

Space does not allow a discussion of even a small percentage of the 
fractional mineral interest cases for the purpose of arriving at any helpful 
rules of construction. For the purpose of showing the effect of the number 
“8,” I will discuss two cases, perhaps not the most aptly chosen from all that 
have arisen. One such case, Smith v. Grubb,'® arose in Illinois. The deed in 
that case, in which no words of inheritance were used, conveyed 4 of % 
interest in and to the oil and gas underlying the land in question, and re- 
cited that it was subject to an existing oil and gas lease and that it was in- 
tended that the lease be fully embraced in the general terms of the con- 
veyance so as to pass to, and vest in, the grantee 4 of % interest, not only 
in the oil and gas, but also in royalties reserved to the lessor precisely as if 
the grantee had been at the time of the making of the lease the owner in fee 
of an undivided % interest in the land described, and hence one of the 
lessors. The court recognized the propriety of the trial court’s admission 
of testimony of the plaintiff and another reciting conversations with de- 
fendant as to the interest of the parties, gave weight to the effect of the 
price paid for the interest, and held the deed conveyed 4 of the oil and 
gas. The last clause saved the day. The other case, indicative of the am- 
biguities created by filling in blanks, is Shinn v. Buxton,?© where the grantor 
conveyed an undivided 149¢ interest in and to the oil, gas, and other minerals. 
The deed recited that it was subject to the terms of an oil and gas lease, “but 
covers and includes the 144 of the full % of all of the oil royalty . . . paid 
under the terms of said lease.”” The court held, with a dissent by one of the 
three judges, that the deed on its face granted and conveyed a 14, of %, or 
Yog of the royalty incerest, thereby giving to the grantee under the deed 
one barrel out of every 1,024 barrels of oil produced under the % lease. 
The dissent indicated that there was an attempt made in the litigation to 
reform the instrument, and when reference was made to the original con- 
tract, there was no doubt that the grantee was to receive a 144 interest or 


19 402 Ill. 451, 84 N.E.2d 421 (1949). 
20 154 F.2d 629 (10th Cir. 1946). 
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one barrel out of every 128 barrels that were produced. The deed under 
which the grantor held conveyed a \4¢ interest in oil and gas and recited 
that the grantee was to receive 14g of all royalty due to be paid on the lease. 

While there would seem to be no reason why a valid conveyance could 
not be made of an undivided 4 interest in the oil, gas, and other minerals, 
and a lesser or greater interest in the royalty or rentals under an existing 
lease, cases of this sort rarely occur. After a reading of the many trouble- 
some cases and the results that have been reached where there actually have 
been different fractions applied to the minerals and to royalties, one hopes 
that he will never have any such deed exposed to judicial construction. The 
chief purpose in reading the cases in this connection is to determine how not 
to write such a deed. 

In Triger v. Carter Oil Co.? the court decided that a conveyance by 
the owner of an undivided 4 mineral interest in a certain tract of land in 
which the grantor owned only a 14 interest conveyed the entire 14 interest 
rather than half of the 14 interest. 

Hardy v. Greathouse ?* holds that a statutory form of warranty deed 
which conveyed land, in which the grantors reserved 4, of the oil and 
minerals produced from the premises, was simply a royalty reservation, and 
the grantors were entitled to 4. of the production during the term stated 
in the deed. 

In Vandenbark v. Busiek,?3 decided by the Seventh Circuit Court of 
Appeals, a deed reserving % of the oil, gas, and other petroleum royalties 
which might arise out of any present or future lease or leases, with the 
further agreement that the grantor should receive % of all bonuses, rents, 
royalties, and other benefits which might accrue under any such leases, 
amounted to a reservation of the oil, gas, and other petroleum products in 
fee. The majority rule is that such a reservation creates only a royalty 
interest. Professor Summers has expressed doubt that the Illinois Supreme 
Court will hold that these interests are mineral fee interests.?* 


Transfers of Portions of the Land 


Another problem of construction as to the intention of the parties to a 
mineral or royalty deed arises where a grantor, subject to a valid oil and 
gas lease, executes a mineral deed conveying an interest in only a specifically 
described part of the land covered by the lease. The trouble arises when 
only a part of the land produces oil and gas. If the lease contains the well- 
known royalty prorate clause, there is no particular problem. The clause, 
which provides that if any of the lands are now or shall hereafter be owned 


21 372 Ill. 182, 23 N.E.2d 55 (1939). 

22 406 Ill. 365, 94 N.E.2d 134 (1950). 

23 126 F.2d 893 (7th Cir. 1942). 

243A SumMMERs, O11 AND Gas § 604 (1958). 
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in severalty or in separate tracts, they shall nevertheless be developed as a 
unit and royalties paid to each separate owner in the proportion that the 
acreage owned by each bears to the entire leased acreage, speaks for itself, 
and royalties are paid accordingly. However, where the leases have not con- 
tained such clauses, there has been considerable litigation arising out of 
claims that it was the intention of the parties that royalties be paid pro- 
portionately according to the acreage owned. Without exception, the party 
claiming such intention has acquired a mineral or royalty interest in the 
land from which there is no production, thus confirming the belief held 
by many that the testimony of the parties may be an unreliable basis for 
determining intention, even where there was any. 

The rule in Illinois, which is the majority rule, denies any notion that 
unaccrued royalties are, in fact, common-law rents and that they should be 
apportioned as such. In Central Pipe Line Co. v. Hutson®> the court indi- 
cated that the fugacious oil or gas in place under a certain tract of land at a 
stated time is a part of the land. The fractional portion thereof, which may 
become royalty oil in the event of discovery and capture by production to 
the surface, ceases to be an integral part of the whole of such oil or gas 
under the particular tract only if the physical separation occurs at the 
surface. At such time, and then only, does the fraction become personalty. 
At that time it has accrued and may be labeled rent. Before that status is 
reached, oil and gas is real property, and in the absence of agreement to the 
contrary, the lessor-owner conveys the oil or gas thereunder when he con- 
veys the land. To follow the view of the party seeking to apportion the 
royalties would amount to a change in the terms of the lease from a non- 
prorate clause lease to one with a royalty prorate clause, without the con- 
sent of all parties, particularly the lessee. The fact that delay rentals were 
paid proportionately has no bearing on the matter, as they are paid on the 
basis of ownership of acreage. I see no reason why the parties could not 
specifically agree, without any approval of the lessee, that royalties should 
be apportioned. Such an agreement would cause the lessee no pain. There 
have been cases where the grantee of oil and gas underlying a specifically 
described part of leased acreage has claimed unsuccessfully that the lessee 
had the same implied obligation to offset his land as if there had been 
separate leases covering each of the tracts. No such claim would have been 
made had the royalties payable under the lease been apportioned by 
agreement. The majority rule, which probably more nearly states the 
intent, if any, of the parties, applies regardless of whether the royalty or 
mineral transfers were fractional, or whether they occurred by devise, grant, 
or inheritance. 


25 401 Ill. 447, 82 N.E.2d 624 (1948). This case discusses fully the cases in practically 
all of the jurisdictions in which the problem had arisen before 1948. 
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Pennsylvania has decided cases contrary to the Illinois case.2® Okla- 
homa,?? Kentucky,?® Kansas,?® Arkansas,®° Indiana,?! Ohio,®? and probably 
Texas *% are in line with the Illinois rule; West Virginia originally was not, 
but now appears to be.*+ 

Texas had a fearful time determining the issue; in 1925, in Japhet v. 
McRae,®* a decision was rendered in harmony with the majority rule, but 
the cases of Stephenson v. Glass ** and Hoffman v. Magnolia Petroleum Co.*" 
indicate the intensity of the Texas struggle. Perhaps its doubts were such 
thirty-three years ago that Texas, lacking the confidence it now has, may 
have thrown in with the majority in order to avoid having the majority rule 
states look down their collective noses at Texas. The court in the Japhet 
case said, “If the rule we approve is just in all the states where it is followed, 
it is also just in Texas. We are not unlike the other states in any matter 
of substance which affects this matter.” ** The Hoffman case stands by 
itself because of the peculiar wording of the mineral deed. Here the grantor 
conveyed, subject to an existing lease, an undivided % interest in the oil, 
gas, and other minerals in and to a particular 90 acres of a 320-acre tract, the 
deed then reciting: “but covers and includes ¥% of all the oil royalty and 
gas well rental or royalty due to be paid under the terms of said lease.” 
(Emphasis added.) The supreme court held that the granting clause con- 
veyed the mineral interest in the 90-acre tract, but that the second clause 
amounted to a conveyance of an undivided 4 interest in the rents and 
royalties under the entire 320-acre lease, which resulted in a transfer of 4 
of % of all the oil produced from the entire 320 acres. 


Transfers “Subject to Existing Lease” 


In Miller v. Ridgley *® one of the simplest of all reservations was con- 


26 Wettengel v. Gormley, 160 Pa. St. 559, 28 Atl. 934 (1894). 

27 Kimbley v. Luckey, 72 Okla. 217, 179 Pac. 928 (1919). 

28 Hammond v. Hammond, 292 Ky. 659, 167 S.W.2d 865 (1943). 

29 Carlock v. Krug, 151 Kan. 407, 99 P.2d 858 (1940). 

80 Osborn v. Arkansas Territorial Oil & Gas Co., 103 Ark. 175, 146 S.W. 122 (1912). 

31 Fairbanks v. Warrum, 56 Ind. App. 337, 104 N.E. 983 (1914). 

32 Northwestern Ohio Natural Gas Co. v. Ullery, 68 Ohio St. 259, 67 N.E. 494 
(1903). 

33 Japhet v. McRae, 276 S.W. 669 (Tex. Comm’n App. 1925). 

34 Pittsburgh & W. Va. Gas Co. v. Ankrom, 83 W. Va. 81, 97 S.E. 593 (1918); 
Campbell v. Lynch, 81 W. Va. 374, 94 S.E. 739 (1917); Lynch v. Davis, 79 W. Va. 437, 
92 S.E. 427 (1917). 

35 Supra note 33. 

$6 276 S.W. 1110 (Tex. Civ. App. 1925), writ of error refused, 115 Tex. 192, 279 
S.W. 260 (1926). 

37260 S.W. 950 (Tex. Civ. App. 1924). 

38 Supra note 33, at 671. 

39 2 Tl. 2d 223, 117 N.E.2d 759 (1954). 
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strued. The deed in question contained this clause: “All oil rights reserved 
to the grantors and subject to existing oil lease.” The court stated that 
failure to reserve a right to enter upon the land did not indicate there was 
any intention to convey all oil rights except those embraced in the lease, 
since the right to use the surface for oil operations would be implied. The 
rights to the oil in place were not conveyed by the deed, inasmuch as they 
were reserved to the grantors, nor were they conveyed by the lease. The 
arguments to be made and the decision in any litigation which will occur 
if this particular land is leased and the lessee produces gas in large quantities 
may conceivably be of some interest. 

The Miller case, without flatly saying so, confirms the statement in 
Deverick v. Bline * that a possibility of reverter is not a benefit arising from 
a lease. In the Deverick case there were two deeds conveying two tracts of 
land, each deed being subject to the identical clause: “This conveyance is 
made subject to an oil and gas lease on said premises, which grantors reserve 
unto themselves, and are to receive any and all benefits therefrom.” The 
court held that the reservation in the deeds created only a royalty interest 
for the duration of the lease. 


GRANT OR RESERVATION OF “CoAL AND OTHER MINERALS” 


The so-called “coal and other minerals” deeds almost invariably have 
conveyed or reserved the entire undivided interest in the subject matter of 
the conveyance. What the subject matter may have been in any given case 
is something else. With few exceptions, coal is one of the “minerals” named. 
Frequently, oil and gas, which, like coal, are not minerals but are now uni- 
formly said to be so, are named, and frequently they are not. Since most 
such deeds were obtained forty to sixty years ago by or for coal companies 
whose primary business at the time was the mining of coal, the instruments 
almost invariably contained further provisions referring to rights peculiarly 
incident to the subsurface mining of coal. This was true even in deeds nam- 
ing oil as one of the hydrocarbons conveyed. Also present, but less fre- 
quently, were clauses granting the right to use the surface. These clauses 
frequently called for a payment to the landowner of a fixed price per acre 
for so much of the surface as might be taken. 

Inevitably, when oil and gas in paying quantities were discovered, litiga- 
tion as to who had the right to oil and gas followed. But so far, no case has 
arisen in Illinois comnelling either the supreme court or the circuit court of 
appeals to decide a case squarely raising the question as to whether oil and 
gas are included in a grant or reservation of “coal and other minerals” where 
reference is also made to rights incident to and necessary in the subsurface 
mining of coal. But there is plenty of dictum indicating that the circuit 


4° 404 Ill. 302, 89 N.E.2d 43 (1949). 
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court of appeals, and possibly the supreme court, would actually hold that 
such an instrument effectively disposed of oil and gas. 

The leading cases—at least they appear to be those most cited—will be 
discussed in the chronological order in which they were finally decided. 
The first of these, Shell Oil Co. v. Manley Oil Corp.“' was decided in De- 
cember 1941. The deed here conveyed the “surface only” and was made 
subject to a prior transfer of the coal only. The court had no trouble de- 
ciding that this deed did not convey oil and gas. 

Before this decision was rendered, two cases were pending in the United 
States District Court at Danville, Illinois, and one in the Circuit Court of 
Marion County, Illinois. All three were finally affirmed after the decision 
in the Manley case. The cases are Chicago, Wilmington & Franklin Coal Co. 
v. Herr, Chicago, Wilmington & Franklin Coal Co. v. Minier,* and 
Rhomberg v. Texas Co.** The deed in the Herr case conveyed the coal, oil, 
and gas, and granted numerous privileges common to coal mining, including 
the installation of railroad tracks to carry coal, oil, and gas to market. The 
grantee was to pay $100 per acre for any of the surface taken. After an- 
nouncing that in I]linois oil and gas are treated as minerals, explaining the 
different theories of ownership of fugacious and solid minerals, and that the 
right to use the surface for oil and gas operations would be implied, even 
if not mentioned, the court actually held that the right to take the surface 
did not violate the Rule Against Perpetuities; such right was vested, ac- 
companied by the covenant to pay for the surface. 

The Minier case dealt with a deed which was identical, except that after 
the surface-taking clause, there was added a provision that if the grantee did 
not select and pay for the surface area within two years, the surface privi- 
leges would be fully released and the right of the grantee to take any part 
of the surface would be “at an end.” The court held that the deed vested 
in the coal company all of the grantor’s interest in the oil and gas, that 
Minier had no interest in the oil and gas and no right to produce them, and 
the coal company had no right to use the surface to drill for and produce oil 
— in brief, a stalemate.* 

The Rhomberg case, decided in March 1942, concerned a deed which 
conveyed specific property “reserving, however, with the right to mine, but 
without the right to break the surface, all the coal and minerals underlying” 
the property in question. The trial court held that the grantee received no 


41124 F.2d 714 (7th Cir. 1941). 

4240 F. Supp. 311 (E.D. Ill. 1941), aff'd as modified, 127 F.2d 1010 (7th Cir. 1942). 

48 40 F. Supp. 316 (E.D. Ill. 1941), aff'd, 127 F.2d 1006 (7th Cir. 1942). 

44 379 Ill. 430, 40 N.E.2d 526 (1942). 

45 The case has been criticized in 9 U. Cur. L. Rev. 345 (1942), where the author 
suggests that the rights to use the surface, express or implied, for exploring and produc- 
ing operations and to reduce petroleum to possession, are incorporeal and could have 
been lost by abandonment. 
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right, title, or interest in or to the oil or gas, no right to drill for or attempt 
to recover it and no right to enter upon the surface for any purpose. The 
defendants, successors to the grantee, had asked for no affirmative relief 
in this particular case. The holding in this case is considered by many to 
be obscure. The court refused to define the term “minerals” and concluded 
that the defendants had the right to explore for oil upon the land since they 
were not prohibited from breaking the surface by the covenant; plaintiffs 
had the right to prevent their coal from being punctured with holes ma- 
terially affecting its value either from mining by themselves or by a pur- 
chaser; and whenever the defendant produced oil from a stratum above the 
coal, or by going through it, the question of plaintiff’s right to bring an 
action for trespass or conversion should be presented for decision. Amici 
curiae had contended that oil and gas rights could be conveyed or reserved 
without surface rights, admitting that this issue was not presented to the 
court. The court then said, “Our conclusion that the reservation covered 
only coal and minerals which could have been mined without breaking the 
surface renders unnecessary consideration and disposition of [the conten- 
tion of amici curiae].” 4° 

The opinions in Jilek v. Chicago, Wilmington & Franklin Coal Co.* 
and Shell Oil Co. v. Moore 48 were rendered in January and March of 1943, 
respectively, with rehearings being denied in March and May of that year. 
The deed in the former case conveyed “all the coal, oil, gas and other 
minerals in or underlying . . . [the described Jand] absolutely and specifically 
granting the right to mine and remove all the coal and other minerals 
underlying said land,” together with certain enumerated rights in connec- 
tion with the subsurface mining of coal and the right to take the surface 
for substantially the same purposes as were enumerated in the Herr case with 
all surface land so taken to be paid for at the rate of $50 an acre. This 
decision that oil and gas were included in the grant is not surprising; the 
case also established the principle that spelling out the various rights granted 
in connection with coal mining was not a limitation on the unenumerated 
and implied rights relating to the taking of oil and gas, and that when the 
mineral estate is severed from the surface, all means to attain the former are 
also granted. The court mentioned that if the rights reserved in the deed 
were in fact opposed to the implied right to enter upon the surface for 
drilling and exploring for oil, there would be force in the suggestion that 
an expression of a p.rticular implied right amounted to exclusion of sub- 
jects not enumerated. In the Moore case the deed conveyed the surface only 
and reserved the right to mine and remove all the coal and other minerals 
underlying the land without liability for subsidence, to make underground 


46 Supra note 44, at 440, 40 N.E.2d at 531. 
47 382 Ill. 241, 47 N.E.2d 96 (1943). 
48 382 Ill. 556, 48 N.E.2d 400 (1943). 
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passages or entries through, to, and from other mines and lands adjacent 
thereto, together with the right to take the surface on substantially the 
same conditions as those in the Herr case. The conclusion that oil and gas 
were not conveyed is based on substantially the same line of reasoning as 
appeared in the Jilek case. 

The deed in Shell Oil Co. v. Dye,* decided in April 1943, after the 
Jilek and Moore cases, conveyed “all the coal and other minerals, in, on and 
under” the land in suit. The deed contained pretty much the same provisions 
relating to coal as those in the Herr case and called for a payment of $50 
per acre for so much of the surface as might be taken; however, no such 
clause in the deed mentioned oil and gas. It was contended that the lower 
court should have dismissed the case responsive to Thompson v. Magnolia 
Petroleum Co.®© so that the parties could litigate in the state court. The 
circuit court of appeals said the grant here, while not exactly the same as 
those in cases previously before the Illinois Supreme Court, was so similar 
that there was little if any doubt as to the applicable law in Illinois. The 
court ignored the case of Kinder v. LaSalle County Coal Co.5' and relied 
almost entirely on the Jilek and Moore cases, indicating that the former said 
that “oil and gas by the overwhelming weight of authority are minerals” 
and that the latter case held that a deed reserving “the right to mine and 
remove all the coal and other minerals” reserved oil. It further indicated that 
the Illinois court would have reached the same conclusion if the only lan- 
guage in the Moore deed—conveyance of the surface only, prior to the 
reservation—had not been present. The federal court went on to state that 
regardless of the relative merits of the arguments in the case before it, “The 
basic and controlling fact remains that oil has been adjudicated by the Su- 
preme Court in Illinois to be a mineral,” and it therefore saw no escape from 
the conclusion that oil and gas was included in the granting words “and 
other minerals.” The court concluded with the statement that the plaintiff 
was entitled to succeed, regardless of the construction placed upon the deed, 
because of the fact that one of the predecessors in the defendant’s chain of 
title had specifically excepted coal, oil and gas, and other minerals. The 
plaintiff had obtained a lease from the heirs of the grantor who had made 
such an exception in the deed. The case could have been decided solely 
on the basis of the language in the exception. Possibly the court wished 
to eliminate any future consideration by it as to the ownership of the 
royalties. 

The latest word of the supreme court on the subject appears in the 
case of Nance v. Donk Bros. Coal & Coke Co.,5? in which three opinions 


49 135 F.2d 365 (7th Cir. 1943). 

50 309 U.S. 478, 60 Sup. Cr. 628 (1940). 
51 310 Ill. 126, 141 N.E. 537 (1923). 

52 13 Ill. 2d 399, 151 N.E.2d 97 (1958) 
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were written before the decision was finally published, and in which the 
supreme court would have been compelled to decide whether “coal and 
other minerals” included oil and gas had the case not arisen on the pleadings. 
The first two opinions were rendered prior to the appearance before the 
court of seven amici curiae, whose reaction to the first decision, published 
in January 1958, can be said to have been unfavorable. In any event, their 
efforts met with considerable success, as the final and published opinion con- 
tained two separate concurring opinions, each by two judges, which sub- 
stantially disagreed with the notions of the majority of three, originally seven 
in the first opinion, reduced to six in the second opinion, with an outright dis- 
sent therein by one of the judges. This case arose on a motion to dismiss the 
complaint. Each of the two identical deeds was labeled “Warranty Deed to 
Coal and Mining Rights” and conveyed “all coal and other mineral under 
the surface of the following described tract of land: ..., together with the 
right to mine said coal and other mineral and the right to conduct mining 
operations under the surface of said tract of land therefor, and the right to 
use all rooms, entries and mining ways at coal depth under the surface of 
said tract of land as and for mining ways, to and from beds of coal or 
other mineral in other lands.” The words “at coal depth” were interlined 
with a typewriter on the printed form of deed. Prior to the execution of 
the deeds, the parties had entered into an option agreement. In 1907 the 
company’s agent, in a notice of exercise of option to the grantor, wrote, “In 
response to your inquiry regarding the phrase ‘other minerals,’ it is my 
intention to buy only the coal and such other minerals as may be mined 
with coal at coal depth.” 

The complaint further indicated that in certain instances when it was 
the intention that operations not be confined to coal depth, the words “at 
coal depth” were not interlined, and such deeds provided that the grantee 
could enter upon the surface. In the alternative, the plaintiffs alleged that 
the custom in Bond County was that the phrase “coal and other minerals” 
was used as a protection to the purchaser of the coal rights against claims 
of unlawful taking of mineral substances while mining coal. 

In its first opinion, which was never changed and became the decision 
of the court, subject to the remarks contained in the two concurring 
opinions, the court indicated that it was not particularly impressed with the 
argument of the defendant that the right to conduct mining operations 
under the surface was not in derogation of the grant, but in aid of it. The 
court also indicated that if it were true that two different types of deeds 
were used, it would tend to show that only subsurface rights were intended 
to be obtained in this particular instance. The court further stated that if 
the custom alleged was established, it would govern the interpretation of 
the instrument and the communication of the interpretation of the defendant 
of the words “and other minerals,” refuting any intention to acquire oil and 
gas, and would entitle the plaintiffs to the relief they sought, which was 
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construction or reformation. The first of the two concurring opinions indi- 
cated that the deed before the court, by settled judicial construction, was 
clear and unambiguous and could not be construed by resort to the extrinsic 
circumstances alleged by the plaintiffs. This opinion also pointed out that 
while the statement in the letter was clear and seemed to refute any intention 
to acquire title to the oil and gas, its proof would require intrinsic evi- 
dence, which is not permitted in construing an unambiguous deed. These 
two judges indicated that a conveyance of all coal and other minerals had 
a settled legal meaning and included oil and gas, citing the Moore and Jilek 
cases and three others, including the Dye case, none of which, on the facts, 
specifically held that a conveyance of coal and other minerals conveyed 
oil and gas. No reference was made to Kinder v. LaSalle County Coal Co., 
in which the court held that a conveyance of “all bituminous or stone coal, 
together with the right to mine the same underlying” certain premises, plus 
a grant in the habendum clause of “all the rights in or title to the oil and 
minerals of every description, underlying the above” property did not con- 
vev limestone, sand. or gravel. The court here made it clear that the word 
“minerals” is used in so many senses, dependent on the context, that dic- 
tionary definitions do not help. Effect was given to the following: (1) coal 
was then the only known mineral in the area under the surface that had 
commercial value; (2) knowledge of the parties that limestone, sand. and 
gravel could not be removed without damaging the surface for agricultural 
purposes; and (3) the language of a subsequent deed from the grantor 
affecting the construction of the first instrument. This opinion further 
stated that if the allegations of an oral agreement to execute deeds excluding 
a conveyance of the oil and gas could be proved, plaintiffs would be entitled 
to reformation on the grounds of mistake or fraud. The other two judges, 
in addition to subscribing to the views in the other concurring opinion as 
to the deed not being ambiguous, indicated that the decision in the lower 
court in favor of the defendant should be reversed and remanded because 
of the fact that the allegations in the complaint were sufficient, if proven, 
to entitle the plaintiffs to reformation of the deeds, but that their opinion 
should not be construed to affect the rights of any third persons who had 
acquired interests in oi] and gas under similar coal and other mineral deeds. 

The determination of the meaning of the word “minerals” has plagued 
courts in every jurisdiction where the problem has been presented. The 
question has arisen many times; witness the number of cases cited after the 
appropriate key numbers in the digests. When our seven supreme court 
judges divide 3-2-2, it would appear that the answers are not easy. The 
real trouble seems to me to be that the term “minerals” can hardly avoid 
being ambiguous. Where substances now commonly regarded as minerals— 
coal and gas—are named in an instrument, the ambiguity as to those named is 
eliminated. But to say that oil and gas by the overwhelming weight of 
authority are “minerals” and, therefore, the word “minerals” includes oil 
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and gas gets us nowhere, unless we wish to make it easy by ignoring other 
language in the deed referring entirely to rights relating to another speci- 
fically named “mineral” and then declaring that the term “minerals” as a 
matter of law means oil and gas. The next step is to say that the word 
“minerals” includes all minerals from the surface on down, such as limestone, 
sand, gravel, or even some newly discovered substance for making another 
wonder drug, which is where the reasoning in the Dye case would logically 
lead us. I believe most of us agree we must stop somewhere short of such 
a result, otherwise the intention of the parties is being tossed out the window. 
If real intention of the parties, not just what they say they intended, is to 
be a real factor in construing a “mineral” deed, it seems to me that a court 
must consider “the facts they had in mind, including their situation, the state 
of the property, and the objects to be attained,” and extrinsic evidence would 
be required in many cases to enable the court to perform the difficult task 
of interpretation of such an instrument. 








OIL AND GAS SECURITIES 
REGULATION 


BY HOWARD L. BROCKMAN * 


THE GENERAL PRACTITIONER in the field of oil and gas law repre- 
senting clients in innocent-appearing oil and gas transactions is often not 
concerned with the applicability of the securities (or “blue sky”) law. It is 
the purpose of this paper to call to the attention of the general practitioner, 
who we are assuming has had little experience with securities laws and 
regulations, that the securities laws may be applicable to such transactions 
and may, in certain instances, subject his clients to drastic liabilities far out 
of proportion to what his clients may gain from such transactions. 


INTERPRETATION AND ADMINISTRATION OF SECURITIES LAWS 


The general purpose of “blue sky laws” is to protect the investing public 
from fraudulent promoters. To accomplish this purpose, lawmakers in the 
various states enacted their laws in broad terms to leave no intentional loop- 
holes for fraudulent promoters. If we look only to the words and language 
employed by the lawmakers, it appears that to accomplish their purpose they 
were willing to sacrifice the innocent in order to reduce to a minimum the 
loopholes which might allow the possible escape of the fraudulent promoter. 
The difficult task of sorting out the guilty from the innocent has fallen 
upon the courts. Decisions of the courts are, I believe, just in most of the 
cases, but often the reasons stated in the opinions are of little benefit to the 
lawyer advising his client. 

It might be expected that those responsible for the administration of 
securities laws would interpret the laws as not applying to everyday oil and 
gas transactions which are obviously not promotional schemes and thereby 
eliminate much of the uncertainty. The tendency of the administrators, 
however, is to broaden rather than limit the application of the laws. It is 
only natural and human, I suppose, for those responsible for administering 
the laws to be cautious in interpreting them, in the making of rules, or in 
allowing amendments to be made to limit their application. The manner and 
history of enforcement as to oil and gas transactions leads me to believe, 
however, that many administrators feel that they have wisely administered 
and will wisely administer the laws, in a manner to bring the enforcement 
provisions thereof to bear only on those defrauding the public and in such 
a manner as will not interfere with transactions which are not promotional 
schemes or which are not widely offered to the public. It is my belief that 
strict administrative enforcement of a broad interpretation of the laws gov- 
erning securities would quickly lead to remedial legislation permitting legi- 


* HOWARD L. BROCKMAN. B.A. 1936, LL.B. 1936, University of 
Oklahoma; Counsel, Calvert Drilling, Inc., Olney, Illinois. 
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timate business transactions in oil and gas to be conducted outside the scope 
of the laws or as exempt transactions. The administrator who insists on a 
broad interpretation but “winks” at what may be termed technical viola- 
tions in everyday oil and gas transactions is not the friend you may believe 
him to be. Such enforcement contrary to interpretation only leads to a 
false sense of security and lack of concern by those carrying on legitimate 
oil and gas transactions and lawyers alike. Once the “cat is out of the bag” 
clients may find themselves faced with ruinous suits or anxiously waiting 
out a period of limitation. I do not intend to infer that the administrators 
have neglected to enforce the laws but that they have not enforced them 
as intended by the lawmakers or in accordance with their objective meaning. 
My personal opinion is simply that the laws do not apply to many of the 
oil and gas transactions, or stated differently, that many of the transactions 
are not securities within the definitions. I must warn you that this is my 
personal opinion and that those who are securities-minded will think little 
of it. 

Unfortunately, however, this equitable administration of the laws, where 
it exists, is of no benefit to the party sued for recovery of money paid, 
attorney fees, and other amounts that may be recoverable by statute, and 
it is little consolation to the defendant for the plaintiff to tender a reassign- 
ment of an interest in an oil and gas lease which possibly has expired, but 
most certainly covers land on which a dry or non-commercial well has been 
drilled. I would be hesitant to rely on a favorable interpretation or rule 
issued by an administrator if I felt that neither was in accord with the se- 
curities laws of the state. In my opinion, the relief lies in clarifying amend- 
ments to the securities laws. Provisions for transactions being exempt upon 
meeting certain specific and definite requirements could be adopted which 
would leave no doubt as to the transaction qualifying or failing to qualify 
for the exemption. Lawmakers and administrators both should realize that 
the search for oil and gas or the development of oil and gas leases as a busi- 
ness is engaged in by thousands of individuals and companies and that some 
exemptions should be provided in the laws to permit legitimate business 
transactions as exempt transactions. It is basically unhealthy and unfair to 
expect or ask the oil industry or any industry to carry on its everyday 
business affairs in possible violation of criminal statutes and in fear of ruinous 
suits. Speaking from personal knowledge, I can say that those responsible 
for the administration of the securities laws in Illinois should be commended 
for their recognition of the need for amendments which would permit legiti- 
mate oil and gas transactions without the risk of violating the securities law 
and also for making those in the oil business and their attorneys aware of 
the possible application of the securities laws to oil and gas transactions. 

Most of the states have adopted blue sky or securities laws. While the 
state statutes differ in detail, the underlying purpose is the same and the 
general pattern by which most of the state laws regulate the sales of se- 
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curities includes the following principal features: definitions, exempt se- 
curities, exempt transactions, filing of information concerning the securities 
and the issuer, obtaining a clearance or authorization of the proposed sale, 
registration of dealers and salesmen, duties and powers of administrators, 
violations, criminal penalties, and civil remedies. The space allotted will not 
permit a detailed discussion, and I am not prepared for a detailed discussion 
embracing the securities laws of the various states. The purpose of this paper 
would be defeated if I made the attempt. I will, however, discuss generally 
certain features of the securities laws of Illinois,! Kentucky,? Indiana, Ohio,* 
North Dakota,5 and Oklahoma,® and briefly, relevant features of the Se- 
curities Act of 1933,7 the federal securities act, administered by the Securities 
and Exchange Commission (SEC). Reference will be made to decisions of 
California and other states. 


What Is a Security? 


The first and principal feature of securities laws to be considered is 
the statutory definition; second, the judicial interpretation or application of 
the statutory definitions to factual situations. Let me at this point issue a 
word of warning. Do not be misled into believing that the securities law may 
not be applicable simply because some phrase referring to “oil and gas inter- 
ests” does not appear in the statutory definition. Statutory definitions of se- 
curities are often described as being of a “shot gun” character and include 
notes, bonds, and debentures, as would be expected. In addition, phrases 
such as “certificate of interest or participation in any profit-sharing agree- 
ment,” “transferable share,” and “investment contract” appear quite fre- 
quently in the definitions. Specific phrases referring to oil and gas may be: 
“fractional undivided interest in oil, gas, or other mineral lease, right, or 
royalty”; ® “certificate of interest in an oil, gas or mining lease, royalty 
or title”; ® “certificates or written instruments in or under profit-sharing or 
participation agreements or in or under oil, gas, or mining leases”; 1° “cer- 
tificate of interest in an oil, gas or mining lease, certificate of interest in an 
oil, gas or mining royalty”; 1! “fractional undivided interest in oil, gas, or 


1Tix. Rev. Stat. c. 121%, §§ 137.1-.19 (1957). 
2Ky. Rev. Stat. c. 292 (1959). 

3Inp. Stat. ANN. §§ 25-829 to -853 (Burns Repl. 1948). 
* Onto Rev. Cone Ann. §§ 1707.01-.99 (Page 1954). 
5N.D. Rev. Cope §§ 10-0401 to -0438 (1943). 

6 Oxra. Star. tit. 71 (1951). 

748 Stat. 74 (1933), 15 U.S.C. §§ 77a-aa (1952). 
STi. Rev. Srat. c. 121%, § 137.2(A) (1957). 

®Ky. Rev. Stat. § 292.010(7) (1959). 

10 Onto Rev. Cope Ann. § 1707.01 (Page 1954). 

11 Oxra. Sra. tit. 71, § 1 (1951). 
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other mineral rights.” 12 Just in case something may have been overlooked, 
the definitions often include general phrases such as, “in general, any inter- 
est or instrument commonly known as a security.” 43 These are only repre- 
sentative samples. 

As a matter of law, are documents listed specifically by name or de- 
scription in the statutory definitions, securities? Or stated differently, is 
a document a security within the securities law which appears in name and 
form under a statutory definition to be a security, but in substance is not? 
If these questions or either of them can be correctly answered in the affirma- 
tive, there would be little need for further discussion because most of the 
statutes specifically include certificates of interest or undivided or fractional 
oil and gas interests in their definitions. Under the principle that the sub- 
stance and not the mere form of a transaction determines its character, the 
courts have found that documents which did not fit the statutory definitions 
by name or description, but which did fit in substance, were securities. It 
would seem that the converse of this principle should be true and that the 
courts should look to the substance of the transaction which appears in name 
and form to be a security under a statutory definition, but in substance is 
not, and find that the transaction is not a security transaction. This principle 
was recognized in Brothers v. McMahon,'* a 1953 Illinois case where the 
court concluded that neither stock in a corporation nor a beneficial interest 
in a land trust was a security. These documents (which in name and form 
were securities by the statutory definition) were involved in a transaction 
for the purchase of a housing unit in a co-operative apartment and in finding 
that they were not securities the court stated: 


“To achieve this it was contemplated that plaintiff would have stock in a 
corporation or a beneficial interest in a land trust. These alternatives 
were merely mechanical incidents to the basic contract which was for 
the sale of an interest in real estate. It is unquestionably the law that the 
entire transaction must be taken together and if it is illegal it would be 
illegal in its entirety.” 15 


Although this principle is not always stated, it may be applied. In 
Hammer v. Sanders '® the court looked at the entire transaction and found 
that the transfer of the working interest in the lease was only incidental to 
the contract for the development of the lease. The following statement of 
the court indicates that the court looked at the entire transaction and found 
that the documents were not securities in substance, but contracts of the 
parties defining their rights in a joint venture: 


12 48 Strat. 74 (1933), 15 U.S.C. § 77b(1) (1952). 

18 Try. Rev. Stat. c. 121%, § 137.2(A) (1957). 

14351 Ill. App. 321, 115 N.E.2d 116 (1st Dist. 1953). 
15 Jd. at 325-26, 115 N.E.2d at 118. 

16 8 Tl. 2d 414, 134 N.E.2d 509 (1956). 
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“Piecing all this together, we believe the record shows that the de- 
velopment contract aspects of the instrument were uppermost in the 
minds of the parties. The only sums advanced by the plaintiffs were 
for drilling costs—not in payment of shares in working interests. The 
transfer of a working interest, even if it be assumed that it was effective 
immediately upon execution of the instrument, merely served as a basis 
for agreeing on the drilling of a test well and for establishing the 
plaintiff’s share of the oil, if and when produced. In effect, the parties, 
as co-owners of the working interest, were thereby enabled to form an 
association for oil development, with the ultimate profits to be dis- 
tributed as their interests appeared. At best, the transfer of a working 
interest was incidental to the development contract.” 17 


Since it is a well established legal principle that the courts can and do 
disregard the form of the document or transaction and look to the sub- 
stance to determine if in fact the document is a security or if a security 
transaction is involved, we should then first look at the elements or prin- 
ciple features of a security. The courts have in a general way acknowledged 
the following features as characterizing a security: 


(1) the purchaser’s expectation of profit through the efforts of others; 
(2) the creation of documents or instruments for sale in order to fi- 
nance and promote an enterprise and designed for investment. 


The purchaser’s expectation of profits through the efforts of others 
may be expressed by the courts in a different manner, as follows: 


(1) The transaction contemplates the conduct of a business enterprise 
by others than the purchasers of the documents and the sharing 
in the profits and proceeds by the purchasers. 

(2) A scheme for investment is involved, designed to lead investors 
into the enterprise where the earnings and profits of the business 
or speculative venture must come through the management, control, 
and operations of others. 


It is interesting to note the failure of the courts to mention that the 
purchasers contemplate sharing of losses from the business enterprise. In 
the case of transfers or assignments of interest in oil and gas leases com- 
monly known as working interests, the owners usually and ordinarily do 
share in the losses arising from their operations. 

The foregoing principles are helpful in determining that an interest is 
a security. There is also a fairly well-defined principle which is helpful in 
determining when an interest is mot a security, viz., if the purchaser’s ex- 
pectation of profit is to be derived from his own efforts.!® This same 


17 Id, at 422, 134 N.E.2d at 513. 
18 People v. Steele, 2 Cal. App. 2d 370, 36 P.2d 40 (1934). 
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principle was again recognized by the California Supreme Court }® when 
it decided a later case in 1951: 


“Tt is settled that the Corporate Securities Law was not intended to 
afford supervision and regulation of instruments which constitute agree- 
ments with persons who expect to reap a profit from their own services 
or other active participation in a business venture. Such contracts are 
clearly distinguished from instruments issued to persons who, for a con- 
sideration paid, stipulate for a right to share in the profits or proceeds of 
a business enterprise to be conducted by others.” ?° 


While we are discussing what the features of a security are, it is inter- 
esting to note that the lawmakers in Illinois recognized one of these features 
in their definition of “issuer.” “Issuer” is defined in Illinois as follows: 


“The word ‘issuer’ shall mean every person who shall have issued or 
proposes to issue any security; except that... (4) with respect to frac- 
tional interests in oil, gas or other mineral lease, right, or royalty, the 
word ‘issuer’ means the owner of the right or interest therein (whether 
whole or fractional), in which fractional interests are created by such 
owner for the purpose of sale.” 21 


In applying features of securities I have just mentioned, the court in 
SEC v. Joiner ?? had little trouble in finding that assignments of small acre- 
ages (two and one-half to twenty acres) out of a large oil and gas lease- 
hold, coupled with the drilling of test wells by the seller on acreage not sold, 
were securities. Here the leasehold was divided into separate parcels, and it 
is evident that such separate parcels were created for the express purpose 
of sale. This, coupled with the fact that the earnings or profits of the pur- 
chasers were to come through the operations of the seller in drilling on 
other land test wells which, if successful, would enhance the value of the 
parcels sold, defines the transaction as a security transaction. The pur- 
chasers were not taking an active participation in a business venture. 

Therefore, regardless of the form of the document or the nature of the 
interest purported to be sold, whether real or personal property, the courts 
have looked to the substance of the transaction; and if the transaction as a 
whole does not contemplate operation or management of the property sold 
by the purchaser, but does hold out to the purchaser an expectation of 
earnings and profits through the management, control, and operations of 
others, then the document, whatever form it may be, is held to be a security. 


What Is a SALE? 


Here again the definition is broad and “sale” or “sell” is defined to in- 


19 People v. Syde, 37 Cal. 2d 765, 235 P.2d 601 (1951). 

20 Jd. at 768, 235 P.2d at 603. 

21 Tit. Rev. Stat. c. 121%, § 137.2(B) (1957). (Emphasis added.) 
22 320 U.S. 344, 64 Sup. Cr. 120 (1943). 
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clude every disposition, or attempt to dispose, of a security for value, which 
includes contracts to sell or exchange, an attempt or an offer to sell, an 
option of sale, or a solicitation of an offer to buy. Applying the definition 
of “sale” or “sell” to an oil and gas transaction presents no problem. It is 
advisable to examine the statute to determine if the statute makes a dis- 
tinction between “issuance” and “sale.” Mr. Graham L. Sterling, Jr., in his 
excellent discussion of this same subject, points out the distinction made 
between “issuance” and “sale” in California.?* If a security is the subject 
matter of the transaction, the definition of sale is of importance to all those 
who may be connected with the transaction. 

The Illinois Securities Law of 1953 designates the following persons as 
liable upon rescission of sale: 


“Every sale of a security made in violation of the provisions of this 
Act shall be voidable at the election of the purchaser exercised as pro- 
vided in sub-section B of this Section; and upon tender to the seller or 
into court of the securities sold or, where the securities were not re- 
ceived, of any contract made in respect of such sale, the issuer, con- 
trolling person, underwriter, dealer or other person by or on behalf of 
whom said sale was made, and each underwriter, dealer or salesman 
who shall have participated or aided in any way in making such sale, 
and in case such issuer, controlling person, underwriter or dealer is a 
corporation or unincorporated association or organization, each of its 
officers and directors (or persons performing similar functions) who 
shall have participated or aided in making such sale, shall be jointly and 
severally liable to such purchaser. . . .” 4 


To the surprise and amazement, I am sure, of one Brown in Brown v. 
Cole,?5> a 1956 Texas case, Brown was sued and held liable for recovery of 
$10,000 which Messrs. Cole and Gould invested in a venture with Fields. 
Brown only brought the venture to the attention of Cole and Gould, who 
made their independent investigation of the venture, and without remunera- 
tion to Brown forwarded the funds to Fields. Brown himself put $5,000 
of his funds into the venture. It goes without saying that the venture was 
not a success. The ease with which the court decided the case by giving a 
literal interpretation to the securities law is apparent from the following 
statement of the court: 


“Despite our natural sympathy for the petitioner under these circum- 
stances we must sustain respondents’ cause of action which may be sum- 
marized as follows: 


23 Sterling, lapact of State and Federal Securities Acts on Everyday Oil and Gas 
Transactions, 8TH INst. ON Ow & Gas Law & Tax. (Southwestern Legal Foundation, 
1957). 

24ItL, Rev. Stat. c. 121%, § 137.13(A) (1957). (Emphasis added.) 

25155 Tex. 624, 291 S.W.2d 704 (1956). 
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Petitioner was an unlicensed ‘dealer’ in securities. 

Petitioner made a ‘sale’ of a security to respondents. 

Petitioner failed to secure a permit for the sale of the security. 
Petitioner is liable to respondents for the full purchase price of the 
security, plus interest.” 26 


awn 
oe a a 


THE IMPoRT OF THE LEASE 


Is the execution and delivery of an oil and gas lease by the owner of the 
entire interest in the oil and gas rights, or by the owner of an undivided or 
fractional interest in the oil and gas rights, the sale of a security? Leases 
given by such owners in bona fide lease transactions are generally con- 
sidered as not being sales of securities, but there is little authority on the 
question.?7 The transaction is obviously void of the principle feature of a 
security, i.e., the purchaser’s (or lessee’s) expectation of profit through the 
efforts of others. The lease itself requires development operations by the 
lessee. If the question should be presented squarely to the courts, I am in- 
clined to believe the courts would find it was not a security unless a lease was 
specifically included in the statutory definition. The execution of a lease 
often will qualify under the statutes as an exempt transaction. These con- 
ditions account for the relatively few decisions on the point. If the statute 
includes a lease within its definition, such inclusion is important to a dealer 
or salesman even though the lease transaction qualifies as an exempt trans- 
action. The statute should be examined to see if it requires a dealer or 
salesman to secure a license even when the transaction qualifies as an exempt 
transaction. The Illinois Securities Law of 1953 does not require registration 
of a dealer or salesman as to certain enumerated exempt transactions.?8 Ken- 
tucky,?® Ohio,?° Oklahoma *! and North Dakota *? also make provision for 
exemption from requirement of registration by dealers or salesmen as to 
certain enumerated exempt transactions. 

Again I call to your attention that the courts disregard the form of the 
document or transaction and look to the substance to determine if in fact 
the document is a security or the transaction is a security transaction. The 
lease itself would be held a security if it was not an isolated sale or offering, 
covered an area too small for development, was coupled with an agreement 
or representation that the seller (lessor) or someone other than the purchaser 
(lessee) would drill in the area, and was a scheme for investment designed 


6 Id. at 634-35, 291 S.W.2d at 711. 
27 People v. Steele, 2 Cal. App. 2d 370, 36 P.2d 40 (1934); Culver v. Cockburn, 
127 S.W.2d 328 (Tex. Civ. App. 1939). 


28 Itt. Rev. Stat. c. 121%, § 137.8 (1957). 

29 Ky. Rev. Stat. § 292.120 (1959). 

30 Outo Rev. Cope ANN. § 1707.14 (Page 1954). 
31 Oxxa. Star. tit. 71, § 41 (1951). 

32.N.D. Rev. Cope § 10-0410 (Supp. 1953). 
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to lead investors into the enterprise. Even if the transaction is not coupled 
with an agreement or representation that the seller or someone other than 
the purchaser would drill in the area, it might be held to be a security if 
the transaction was only disguised as a lease transaction and was in reality 
a scheme to lead the public to invest in the enterprise. 


ROYALTIES AND RESERVED AND CarvED-OutT INTERESTS 


Landowner’s Royalty 


The statutory definition may exempt oil royalties from the definition, 
or the definition may specifically designate only “certificates of interest in 
oil, gas, or mining royalty,” or “fractional undivided interest in oil, gas, or 
other mineral lease, right, or royalty,” as securities. In such cases, the entire 
landowner’s royalty would not be a security. 

In the five states covered in this discussion, the landowner could sell 
his entire royalty interest without the necessity of complying with the se- 
curities laws because the sale as an isolated sale would qualify as an exempt 
transaction. In Illinois, compliance would not be necessary because an entire 
landowner’s royalty interest would not be a security.23 The Oklahoma 
securities statute specifically provides that the act shall not apply to: 


“Certificate of Interest in an oil, gas or mining lease; certificate of 
interest in an oil, gas or mining royalty, which such certificate of inter- 
est represents or conveys an interest of not less than one-tenth of one 
acre of leasehold or royalty, or an equivalent thereto.” *4 


Other states, with possibly a few exceptions, have similar exemptions 
for isolated transactions which would exempt the sale of a landowner’s 
entire royalty interest. 

The sale of undivided fractional interests in the landowner’s royalty by 
the landowner or its purchase from the landowner are both treated as sales 
of securities by the great weight of authority. The Pennsylvania case of 
Hose v. Pennsylvania Securities Comm’n*® is the only case found to the 
contrary. It often occurs that the owner of an undivided fractional interest 
in the minerals executes a lease reserving royalties in the same manner as 
reserved in a lease by the landowner. Would the lessor who sold his entire 
royalty interest reserved in such a lease be selling a fractional undivided 
interest in a royalty? To be on the safe side, the sale of such a fractional 
interest should be considered as a security in the absence of a decision hold- 
ing such a fractional undivided interest is “not” a security. The exemption 
for isolated sales, however, should apply to such a sale. Sales of fractional 


33 Tut. Rev. Stat. c. 121%, § 137.2(A) (1957). 
34 Oxia. Stat. tit. 71, § 21(i) (1951). 
35 38 Dauph. Co. Rep. 146 (Pa. 1933). 
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undivided interests in royalty are specifically within the definition of se- 
curities in the Securities Act of 1933 8* and the securities laws of Illinois.°7 
The owner of the entire royalty interest or the owner of a fractional inter- 
est in royalty who fractionalized his entire or fractional interest should 
carefully check the applicable laws and either comply with the law as to 
registration or be assured that the transaction qualifies as an exempt trans- 
action or as an exempt security. As mentioned before, interests meeting 
qualifications as to size of interest sold are exempt securities in Oklahoma. 
An owner who fractionalizes his royalty interest may be defined as an issuer 
and will not be entitled to the exemption provided in most states with re- 
spect to isolated sales by owners. 


Overriding Royalty Interest and Oil Payment Reserved in 
Assignment of Lease 


The creation of an overriding royalty or oil payment by reservation in 
the assignment of a lease does not involve the sale of a security. The sale 
of the entire interest reserved or the sale or sales of fractional undivided 
interests carved out of the interest reserved should be treated and considered 
in the same manner as the landowner’s royalty discussed above. 


Interests Carved Out of Leasehold Estate and Sold by the Lessee 


The lessee may retain complete control of the operations on a lease and 
carve out an interest in the lease for sale. A carved-out interest may be in 
the form of an overriding royalty, net profits interest, or oil payment. The 
sales of such interests are sales of securities according to the weight of 
authority. It seems almost simple sometimes in determining what is a se- 
curity if we apply the underlying principle of a security, i.e., the purchaser’s 
expectation of profit through the efforts of others. In the carved-out inter- 
ests mentioned above, and in any other interests of a similar nature that may 
be created, the lessee is retaining control of the lease operations and any 
profits must come through the management, control, and operation by the 
lessee. 


SALES OR TRANSFERS OF FRACTIONAL INTERESTS IN THE LEASEHOLD ESTATE 


The entire interest in an oil and gas lease free of the burden of any 
overriding royalty or subject to the burden of an overriding royalty is 
generally not considered as a security for the reasons stated above.3* The 
following discussion will be confined to sales or transfers of fractional un- 
divided interests in the leasehold estate. There is a tendency on the part of 
some courts to treat all sales and transfers of fractional undivided interests 


36 48 Strat. 74 (1933), 15 U.S.C. § 77b(1) (1952). 
37 Itt. Rev. Stat. c. 121%, § 137.2(A) (1957). 
38 See discussion beginning at p. 527 supra. 
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in the leasehold estate in the same manner. Let us consider some different 


” factual situations where the sale or transfer of a fractional undivided interest 


in a leasehold estate would be involved. 

First Transaction. A owns the leasehold estate in Tracts 1 and 2. A 
sells to B, C, D, and others, fractional undivided interests in the leasehold 
in Tract 1 coupled with an agreement on the part of A to use the funds ob- 
tained from sales (or other funds of A) to drill a test well on the leasehold 
covering Tract 2. The purchasers have no control of the drilling on Tract 
2 and the operations and management of the lease covering Tract 2 are 
entirely in the control of A. This control may or may not be spelled out in 
the sales transaction, but in any event entire control would be in A in the 
absence of any agreement to the contrary. 

Second Transaction. A owns the leasehold estate in Tracts 1 and 2. A 
sells to B, C, and D each an undivided 4 fractional interest in the two leases 
and retains an undivided % interest. The sale is coupled with an agreement 
on the part of A to drill at his expense a test well on one of the tracts. The 
consideration of $2,100 paid by B, C, and D is in full payment of the % 
lease interest assigned or to be assigned and each purchaser’s share of the 
cost of drilling of the test well. The amount paid for the lease interest and 
for drilling is not separately stated. The agreement provides that A shall 
have complete control of all operations on the leases and will distribute the 
profits from the venture to B, C, and D. 

Third Transaction. A owns the leasehold estate in Tracts 1 and 2. By 
separate agreements, A contracts to sell and assign to B, C, and D each an 
undivided % fractional interest in the leasehold covering such tracts. The 
consideration for the assignment to B, C, and D of such leasehold interest 
is specified in each of the agreements as $100 (which is A’s cost of the lease- 
hold interest assigned, or at least nominal as compared to the cost of the 
drilling of the test well). In the same contract, A agrees to commence the 
test well and drill to a specified depth, and if the well is dry agrees to plug 
and abandon for an additional sum of $1900, which is designated in the 
contract as the participant’s share of the cost of drilling the well and plug- 
ging, if a dry hole. In other words, the participants are not paying 4 of 
the actual costs incurred in the drilling of the test well but are paying and 
receiving a turnkey price for such work by A. In this transaction, A may 
also be a drilling contractor and perform the drilling or A may employ a 
drilling contractor. A, however, in giving the turnkey price is assuming all 
the risks in the drilling of the test well. 

The agreement further provides that if the well is a producer, each 
participant pays his proportionate part of the costs of completing and 
operating the well, and, if additional wells are drilled, the participant pays 
his share of the costs incurred. 

The agreement makes no provision as to control in A as to the drilling 
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of the test well or for future operations of the well or other wells drilled 
or operated. 

Fourth Transaction. The transaction is the same as just set forth, but 
the leasehold transaction is the subject matter of one contract and develop- 
ment of the lease is the subject matter of a separate contract. 

Fifth Transaction. The facts here are the same as in the fourth trans- 
action except that A does not contract to drill the well. In their joint 
contract to develop the lease, the parties agree to employ a drilling con- 
tractor to drill the test well. The contractor has no interest in the lease- 
holds. By separate agreement with the drilling contractor, the parties each 
agree to pay the drilling contractor a specified sum for drilling the test well 
on a turnkey basis or on a footage basis. In the same agreement or by 
separate operating agreement, the joint owners may appoint one of their 
number or a person having no interest as the operator. 

While operating agreements may vary as to authority granted to the 
operator, these agreements in substance authorize the operator as agent for 
the owners of the lease to manage and operate the lease for the owners, and 
such authority generally may be revoked. In many cases, the operator, as 
agent, manages the leasehold for the owners under verbal authority. 

Sixth Transaction. An oil and gas lease is acquired naming A, B, C, and 
D as the lessees. Subsequent to the acquisition of the lease, the lessees enter 
into the same agreements entered into by the joint owners in the fifth trans- 
action. 


Applying the features of securities previously discussed, we have no 
difficulty in identifying the first and second transactions as security trans- 
actions without the necessity of resorting to the statutory definitions.®® If 
the definition of securities is given a literal interpretation, we could only 
conclude that the remaining transactions, except the last, or sixth transaction, 
involved securities because certificates of interest in an oil lease or a frac- 
tional undivided interest in an oil, gas, or mining lease are usually defined 
as securities. 

Certain securities, like stocks, bonds, and debentures, are created for 
the express purpose of sale, but oil and gas leases are not usually created for 
the purpose of sale, and fractional undivided interests are not always created 
for the purpose of sale. A lease may be divided into separate parcels, into 
fractional undivided incerests, or in other ways for the purpose of sale as a 
security. The division of a lease into separate parcels or into fractional un- 
divided interests, however, may be necessary and required for a number of 
reasons besides sales. If the transaction is basically a contract for the de- 
velopment of the lease and the transfer of the lease and working interests 
is only incidental to the development contract, the transfer has been held 


39 SEC v. C. M. Joiner Leasing Corp., 320 U.S. 344, 64 Sup. Cr. 120 (1943). 
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not to be the sale of a security.4° This view, however, may not obtain in 
other courts and should be followed with caution even in Illinois. If the 
owners of a lease have entered into a bona fide contract to develop the lease 
and are taking, or have the right to take, an active part in supervising the 
venture themselves directly or through their agents, it would appear that the 
securities laws should not apply and the instruments should not be securities. 
The courts should, in my opinion, keep in mind that the parties owning 
interests in a lease are not giving up control when one of the owners or a 
third party is delegated authority to act as the agent of the owners in the 
development and management of the lease. As long as they can revoke the 
agency, they are in fact supervising the venture themselves. Many oil pro- 
ducers operate entirely through agents and take no active part personally 
in the supervision of the actual lease operation. This phase of the business 
may be left entirely to full- or part-time employees or to a third party 
operator designated by the lease owners. The courts should not overlook 
the fact that the assignee of a fractional undivided interest in a lease ac- 
quires the right to go upon the land and to produce oil and gas and that 
express words in the conveyance are not necessary to convey such rights. 
Express words in the transaction would be required to take from an assignee 
the right to have a voice in supervising the development of the lease. 

The scarcity of reported cases, and particularly cases with factual 
situations similar to the last four hypothetical transactions just described, 
makes it extremely difficult to advise or predict with any safety whether 
the courts will find that anyone of the last four transactions is or is not a 
security, except the last, or the sixth, transaction. The only logical and 
safe course to follow, besides registration, is a course which will qualify the 
particular transaction as an exempt transaction by the issuer. 

The courts recognize generally that joint ventures are not subject to 
the securities laws, but the difficulty arises in determining what factual 
situations will qualify in the eyes of the courts as joint ventures.*! 

Some states specifically exclude joint ventures from the application of 
the securities laws. The failure to include “joint ventures” in the definitions 
is in itself a recognition by the lawmakers that they did not consider joint 
ventures as securities. 

It is sufficient for our discussion to bring to your attention that joint 
ventures and partnerships are not subject to the securities laws in most 
states. If the joint venture relationship is the relationship to be created by 
the agreement, care should be used in drafting the agreement, and the appli- 
cation of the securities laws to the agreement should receive careful con- 


40 Hammer v. Sanders, 8 Ill. 2d 414, 134 N.E.2d 509 (1956); Brothers v. McMahon, 
351 Ill. App. 321, 115 N.E.2d 116 (1st Dist. 1953). 

41 Goldberg v. Paramount Oil Co., 143 Cal. App. 2d 215, 300 P.2d 329 (1956); see 
also Grabendike v. Adix, 335 Mich. 128, 55 N.W.2d 761 (1952). 
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sideration. An understanding of the features of a security is necessary in 
the drafting of the agreement so as to avoid unintentionally incorporating 
into the agreement language which could be misinterpreted. There is no 
assurance that the court reviewing the contract will be familiar with oil and 
gas transactions. Terms used in the contract may be interpreted by the court 
in a manner not intended. After all this is done, the best advice I could 
give is for the parties to the agreement to conduct themselves in accordance 
with the agreement and operate the enterprise in fact as a joint venture or 
partnership. It would appear advisable for the operator of a lease to insist 
that all joint interest owners exercise their authority in the management and 
operation of the lease. Joint interest owners should be consulted and given 
an opportunity to make decisions with respect to the management and 
operation of the lease. In many cases I am sure joint interest owners indi- 
cate and express a desire to leave many of the minor decisions to the judg- 
ment of the operator. In such cases the “record” may not look good as to a 
joint interest owner participating in the management and operation of a 
lease, although the joint interest owner has the right to participate therein. 
A past history and record of participation in the management and opera- 
tion by joint interest owners would be evidence of the real substance of 
the transaction. If the parties to the agreement do not in fact operate and 
carry on the enterprise as a joint venture, the court may disregard the form 
of the agreement and look to the conduct of the parties and find it is a 
security. If the transaction is merely disguised as a joint venture or partner- 
ship the courts could and probably will find that it was a security. 


EXEMPTIONS 


Securities laws may provide two types of exemptions, first, by exempt- 
ing specific securities, and second, by exempting certain transactions. 

Securities meeting fixed qualifications are exempted from certain or all 
provisions of the securities laws. Of the states included in our discussion, 
Oklahoma is the only one which provides by law for the exemption of 
certain oil and gas interests from application of the securities law. If the 
certificate of interest represents or conveys not less than one-tenth of one 
acre of leasehold or royalty or an equivalent thereto, it qualifies as an 
exempt security in Oklahoma. This exemption alone would remove most 
of the transactions from the application of the securities laws in Oklahoma. 

If any exempt transaction provision is to be relied upon, the securities 
laws should be carefully examined to make certain that the particular exemp- 
tion is available or applies to the vendor selling the security. For example, 
the exemption for isolated sales is not generally available, or does not apply, 
to isolated sales by a vendor who is an issuer, underwriter, dealer, or con- 
trolling person. In North Dakota, however, both the issuer and owner 
qualify for the isolated sales exemption. Sale in this state is an isolated 
sale if there shall not have been more than two other sales of securities of 
the same issue within the state within the twelve-month period immediately 
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prior to the sale. Care should also be used in relying upon exemptions 
where the qualification is dependent upon an uncertain factual situation. 
The type of exemption I have in mind is included in the following exemp- 
tion provided in Illinois: 


“The sale of fractional undivided interests in any oil, gas or other 
mineral lease, right, or royalty to any bank, corporation, dealer, pension 
fund, pension trust, employees’ profit sharing trust, or to any associa- 
tion or trader buying or selling fractional undivided interests in oil, 
gas or other mineral rights, in frequent operations, for its or his own 
account rather than for the account of customers, to such extent that 
it or he may be said to be engaged in such activities as a trade or busi- 
ness.” 42 


Who can say with any certainty, except perhaps in obvious cases, when 
any association or trader is buying or selling fractional undivided interests 
in oil, gas, or other mineral rights, in frequent operations, for its or his 
own account rather than for the account of customers, and to such extent 
that it or he may be said to be engaging in such activities as a trade or busi- 
ness? Who is a trader? This provision in my opinion could and should be 
clarified. When money is being “laid on the line” to prove or disprove the 
value of property, all parties concerned are entitled to know with certainty 
if the transaction qualifies for exemption. In my opinion, you should know 
what bases to touch to get safely home. 

Illinois, Indiana, and Ohio are the only states out of the six covered by 
our discussion which have exempt transactions specifically referring to 
interests in oi] and gas. Oklahoma, as mentioned previously, has made pro- 
vision for oil and gas interests of a certain size to qualify as exempt se- 
curities. Besides the exemption in Illinois previously discussed, there is 
another exemption allowed for sales limited to fifteen persons, or in the 
alternative, if the aggregate selling price of the securities does not exceed 
$25,000 within any twelve consecutive months. To qualify for this exemp- 
tion, a limit is placed upon commissions, etc., paid, and a report of sale must 
be filed within thirty days after any such sale. 

Indiana exempts sales of fractional undivided interests in an oil, gas, or 
other mineral lease, right, or royalty by the issuer if made to not more than 
fifteen persons, or in the alternative, if the aggregate selling price with 
respect to any one such lease, right, or royaltv, does not exceed $25,000. 
Ohio exempts certain sales. Some of the qualifications for this exemption 
are: (1) the vendor must be a non-corporate entity; (2) beneficial owners 
after such sale may not exceed five; (3) the security represents an interest in 
only one well located in Ohio; (4) disclosure is made to the purchasers as 
to commissions, costs, etc. Frankly, I cannot correctly determine what is 
required to comply with the last qualification mentioned. 

Exemptions from registration under the federal act are entirely different 


42 ILL. Rev. Stat. c. 121%, § 137.4(D) (1957). 
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from exemptions provided under the state laws. The exemptions provided 
and available for oil and gas interests are: 


(1) intrastate offering; ** 

(2) transactions by an issuer not involving any public offering, i.e., 
a private offering; *4 

(3) regulation B exemptions.* 


Intrastate exemption exempts any security which is a part of an issue 
offered and sold only to persons resident within a single state or territory 
and the issuer of such security is a person resident and doing business within, 
or if a corporation, is incorporated by and doing business within, the same 
state or territory. No limitation is placed upon the amount of the offering 
or the use of the mails. If one offeree or purchaser, however, is not a resi- 
dent, the exemption is lost as to the entire issue. 

The exemption for private offering is not defined in the regulation. The 
absence of a definition possibly is due to a desire to keep the exemption 
general so that it can be applied to any given set of facts. Opinions of coun- 
sel for the SEC discuss factors to be considered in determining if the offer- 
ing is public or private. Among the factors to be considered are the 
number of offerees, the relationship between offerees and issuer, character 
of the securities, and size of interests offered. If the purchasers buy with 
view to further distribution to others, the exemption would be lost because 
any such purchaser would be an “underwriter” as such term is defined in 
the act. 

In order to qualify for the exemption under Regulation B, the offerings 
of fractional undivided interests must not exceed $100,000. Qualifications 
for offerings in excess of $30,000 are different from those applicable to 
offerings of $30,000 or less. The offeror is required to file an “offering 
sheet” with the SEC and deliver the “offering sheet” to the persons solicited. 
Exemption is also conditioned upon the issuer filing a report of all sales 
with the SEC. 


CRIMINAL PENALTIES AND CiviL REMEDIES FOR Non-CoMPLIANCE 


At the beginning of this discussion I stated that it was my belief that 
strict enforcement of the securities laws in accordance with the broad 
interpretation being given the laws would quickly lead to remedial legisla- 
tion. In making this statement I had particularly in mind the enforcement 
of the criminal penalties for non-compliance. Thousands of transactions in 
active oil-producing areas have been made each year in violation of the 
securities laws where the laws do not provide adequately for exempt trans- 


43.48 Stat. 906 (1934), 15 U.S.C. § 77c(a) (11) (1952). 
44.48 Srat. 77 (1933), as amended, 15 U.S.C. § 77d(1) (1952). 
4517 C.F.R. §§ 230.300-.356 (1949). 
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actions. Before even the first farmer came to trial I am sure that many of 
our lawmakers would be sponsoring amendments and truthfully declaring 
they never dreamed the laws would be construed in such a manner. Unfor- 
tunately it is the everyday oil and gas lease transaction that encounters the 
most difficulty in complying with laws as to registration. Oil and gas lease 
conditions or conditions specified in “farmout” agreements often do not 
allow sufficient time for registration. 

The securities laws of the states and the federal laws provide for criminal 
penalties and civil remedies for non-compliance. The criminal penalties may 
be fines or imprisonment or both. The civil remedies usually provide that 
the sale is voidable and may be rescinded by the purchaser and upon rescis- 
sion recovery is usually allowed of the consideration paid, costs, and attorney 
fees. 

While the criminal penalties are severe, they are usually not invoked 
unless the violations are willful and flagrant. History of enforcement indi- 
cates that those who have acted in good faith and were not trying to “fleece” 
the public with some scheme need not fear criminal prosecution. This should 
not be taken to mean that criminal prosecution is not possible. Administra- 
tors, I am sure, realize that prosecution in any other manner would lead 
quickly to remedial legislation. 

The issuer or seller of a security sold in violation of the securities laws 
is at the mercy of the purchaser. I am sure that in many cases purchasers 
who rescinded sales were fully aware at the time of the sale that the sales 
were in violation. Such purchasers are in effect using the securities laws as 
a means to defraud the issuer or seller. It would be an exceptional case for 
the purchaser to rescind a sale prior to the time that a well is drilled. The 
hardship in oil and gas lease transactions results from the inability of the 
purchaser to place the seller or issuer in status quo ante upon rescission of 
the sale. During the period allowed by statute for rescission, many wells 
may be drilled on one lease. If the net result from all the wells on a single 
lease is a loss, the purchaser then may decide to rescind. In a series of trans- 
actions between the same parties the purchaser may rescind only those 
transactions which turn out to be unprofitable. In Hammer v. Sanders * the 
plaintiffs sought and the trial court allowed recovery of all sums initially 
paid for the test wells, all sums paid for completing, equipping, and operat- 
ing of wells on the various leases, including costs of additional producing 
and dry holes drilled, without tender or deduction of oil income received 
over a period of years by the plaintiffs from the producing wells. Retention 
of income is usually not allowed. The present securities law in Illinois 
specifies that the amount recoverable shall be reduced by the amount of any 
income received. 


468 Ill. 2d 414, 134 N.E.2d 509 (1956). 
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CONCLUSION 


This discussion has served its purpose if it has brought to your attention 
the application of the securities laws to ordinary oil and gas transactions. 
Better still, it has more than served its purpose if it has created in those not 
familiar with the subject a desire for more information. 

If you feel that the present laws of your state need changing or clarifica- 
tion, I hope that you will seek individually and through your associations 
fair and reasonable laws which will permit legitimate oil and gas transactions 
and also furnish adequate protection to the public against fraudulent pro- 
moters. 


PROBLEMS OF POOLING, UNITIZATION, 
AND SECONDARY RECOVERY 


BY RAYMOND M. MYERS * 


THE CONSOLIDATION OF OIL AND GAS LEASES and other mineral 
interests in a field or common source of supply, or a substantial portion 
thereof, is generally referred to as “unitization,” as distinguished from the 
word “pooling,” which is applied to such interests covering comparatively 
small tracts. 

Units may be created by the execution of a community lease, by the 
exercise of a power granted by a pooling clause in an oil and gas lease, by 
the voluntary execution of a unitization agreement, or by order of a regula- 
tory authority sustained only by a power granted by conservation laws and 
by the courts for equitable reasons.” 

From a reading of the cases it would appear that it is immaterial what 
device is used to accomplish pooling or unitization as the result is the same. 
Where language is used to accomplish the purposes intended, the words 
“pool” and “unitize” have considerable meaning. The use of these words in 
pooling clauses and as used by the courts has come to imply certain legal 
consequences in the form of covenants that are not actually expressed at all. 
These covenants are best expressed by the court in the case of Southland 
Royalty Co. v. Humble Oil & Ref. Co3 as follows: 


“Some of the legal consequences of a unitized lease as between the 
lessors on the one hand and the lessees on the other, in the absence of 
express agreement to the contrary, are as follows: the life of the lease is 
extended as to all included tracts beyond the primary term and for as 
long as oil, gas or other minerals are produced from any one of the 
tracts included in the lease; the commencement of a well on any one 
of the tracts operates to excuse the payment of delay rentals on all 
included tracts for the period stated in the lease; production from a 
well on any one of the tracts relieves the obligation to pay delay rentals, 
during production, on all included tracts; the lessee is relieved of the 
usual obligation of an implied covenant for reasonable development 
of each tract separately; wells may be located without reference to 


*RAYMOND M. MYERS. B.A. 1915, LL.B. 1917, University of Texas; 
author of The Law of Pooling and Unitization; member of the legal 
staff of Magnolia Petroleum Company, 1935-1957; Attorney-at-law, 
Dallas, Texas. 


1 King, Pooling and Unitization of Oil and Gas Leases, 46 Micn. L. Rev. 311 (1948). 

2See Myers, Pootinc aND UNITIzaATION c. 3 (1957). 

3151 Tex. 324, 249 S.W.2d 914 (1952); see also Diggs v. Cities Serv. Oil Co., 241 
F.2d 425 (10th Cir. 1957) (primary term of lease extended through production because 
of pooling). See Williams and Meyers, The Impact of Pooling and Unitization on Term 
Interests in Oil and Gas, 11 Sw. L.J. 399 (1957). See also Spradley v. Finley, 302 S.W.2d 
409 (Tex. 1957). 
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property lines; the lessee is relieved of the obligation to drill off-set 
wells on other included tracts to prevent drainage by a well on one or 
more of such tracts. As between the lessors themselves, each relinquishes 
his right to have his own tract separately developed, his right to receive 
all of the royalties from production from wells on his own tract, and his 
right to have wells drilled on his tract off-setting other wells on the 
leased premises, and each gains the right to share proportionately in 
royalties from wells on the other included tracts. In short, the parties 
by the execution of a unitized lease agree that production of oil or gas 
from wells located on any tract included in the lease will be regarded 
during the life of the lease as production from each and all other tracts 
included therein.” # 


The court pointed out that the terms of a pre-existing mineral deed were 
modified by the creation of the unit, and it may be added that the terms of 
all contracts, including oil and gas leases, where in conflict with the ex- 
pressed or implied covenants of a unit agreement are likewise modified.® 


THE PROBLEM OF THE UNNECESSARY WELL 


Under the common law there were no restrictions on the drilling of 
oil and gas wells. Spurred on by the law of capture, the operators en- 
deavored to “git there fustest with the mostest” wells. Whether the desire 
was to capture a neighbor’s oil or only to protect property lines, the result 
was great waste and the economic loss that always follows the drilling of 
unnecessary wells. It was seen very early that orderly development and true 
conservation demanded as a minimum the proper spacing of wells.® 

The first well-spacing rule promulgated in the United States was 
passed by the Railroad Commission of Texas in 1919, known as Rule 37. 
It was passed pursuant to a waste statute that placed the enforcement of 
conservation measures in the hands of that body. This rule prohibited the 
drilling of wells less than 300 feet apart and less than 150 feet from prop- 
erty lines, and has been upheld as a reasonable exercise of the police power 
for the prevention of waste and unnecessary fire hazards.? 

The same result is achieved by the establishment of drilling units of a 
specified size. Some states, such as Arkansas and Illinois, when granting 
the authority to fix drilling units, place a ceiling on the amount of acreage 
to be included therein. Drilling units are defined as the maximum area that 
may be economically and efficiently drained by one well.® 


4151 Tex. at 328-29, 249 S.W.2d at 916. 

5 Waller v. Midstates Oil Corp., 218 La. 179, 48 So. 2d 648 (1950). 

®See Moses, The Constitutional, Legislative and Judicial Growth of Oil and Gas 
Conservation Statutes, 13 Miss. L.J. 353 (1941); Hardwicke, Oil Conservation: Statutes, 
Administration and Court Review, 13 Miss. L.J. 381 (1941). 

7Brown v. Humble Oil & Ref. Co., 126 Tex. 296, 83 S.W.2d 935, 87 S.W.2d 1069 
(1935). 

8 See Ark. Stat. § 53-114(B) (1947). 
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These statutes and the rules pursuant thereto usually provide for the 
granting of exceptions after notice and hearing to prevent waste ® and the 
confiscation of property,!® and it is the abuse of this right and the fixing of 
drilling units on too small a spacing pattern that have resulted in the drilling 
of unnecessary wells. In the East Texas Field, where the well allowable is 
not affected by the amount of acreage in the tract upon which the well is 
drilled, approximately two-thirds of the wells have been drilled as excep- 
tions to the established spacing pattern for the field and the number in- 
creases each year. The average density of wells in that field is below five 
acres, while the established spacing for the field is ten acres, and engineers 
agree that one well on each twenty acres would efficiently drain the field. 
The drilling of one well under an exception leads to the granting of others 
to prevent confiscation, resulting finally in the virtual abrogation of the rule. 

The regulatory authorities of the various states, in conformity with the 
state statutes, ascertain the market demand for oil from their respective 
states and fix the state allowable production at approximately that figure. 
As the number of wells in a field increases, the allowable per well must 
necessarily decrease, making it more and more difficult for wells to pay out. 
Unquestionably, in some fields the operators have invested more money than 
they have been able to recover from production. If, as stated above, one 
well will efficiently drain an established drilling unit, then another well 
drilled on such unit is an unnecessary well since the additional well will not 
materially increase the total production from the unit. Any well drilled 
upon a tract smaller than the established drilling unit may safely be re- 
garded as an unnecessary well. 

Situations such as have arisen in the East Texas Field have been partially 
remedied in other fields in Texas and elsewhere by giving greater weight 
to acreage in the allocation formulas, and in other states there have been in 
use formulas which approach the ideal of giving an allowable to a well com- 
mensurate with the amount of oil and gas in place beneath the tract upon 
which the well is located. But the problem of the tract smaller than the 
spacing or drilling unit continues to be a serious one,!! except where solved 
by statute. 

Twenty-two states and provinces, including Illinois, Alaska, and Alberta 
and Saskatchewan in Canada, have passed statutes 1? authorizing conserva- 
tion regulatory authorities to regulate the spacing of wells, to establish drill- 


9 Railroad Comm’n v. Shell Oil Co., 139 Tex. 66, 161 S.W.2d 1022 (1942); Gulf 
Land Co. v. Atlantic Ref. Co., 134 Tex. 59, 131 S.W.2d 73 (1939). 

10 Corzelius v. Harrell, 143 Tex. 509, 186 S.W.2d 961 (1945); Cook Drilling Co. 
v. Gulf Oil Corp., 139 Tex. 80, 161 S.W.2d 1035 (1942); Railroad Comm'n v. Gulf 
Prod. Co., 134 Tex. 122, 132 S.W.2d 254 (1939). 

See Walker, The Problem of the Small Tract Under Spacing Regulations, 
Texas L. Rev. tvn Bar Ass’n Proceedings 157 (1938); Hardwicke, Oil-Well Spacing 
Regulations and Protection of Property Rights in Texas, 31 Texas L. Rev. 99 (1952). 

12 See Myers, PooLinc AND UNITIZATION § 8.01(4) (1957). 
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ing units, to permit the drilling of only one well per unit, and to require 
owners to pool two or more tracts within a drilling unit where the owners 
do not agree to do so. Thus, the problem of the unnecessary well is gradu- 
ally being solved, but where such laws are not on the statute books, the 
problem is still a real one. 

Statutes providing for compulsory pooling have been upheld, both in 
federal and state courts, wherever the question has arisen.!8 


LEGAL ProBLEMS INCIDENT TO THE OPERATION OF A UNIT 


Litigation Involving Unitized Tracts 


One of the problems that may arise in connection with a unit concerns 
litigation involving a separate tract in the unit. Are all the interest holders 
in the unit necessary or indispensable parties to such legal action? 14 

In Texas it has been held that all such participants in a unit are necessary 
or indispensable parties to such litigation,’®> on the ground that necessary 
parties are those having or claiming a direct interest in the subject matter 
of the suit and whose interest will necessarily be affected by any judgment 
therein. These cases support what is known as the cross-assignment theory 
in holding that the pooling or unitization constitute a conveyance by each 
lessor to each of the other lessors of an undivided interest in the royalties 
produced in the unit. Other cases hold contrary to the cross-assignment 
theory and in favor of a mere contractual right.1* 

The question arises as to whether or not a denial of the cross-assignment 
theory and acceptance of the contract theory will in itself obviate the 


13 Panhandle Eastern Pipe Line Co. v. Isaacson, 255 F.2d 669 (10th Cir. 1958); 
Hunter Co. v. McHugh, 202 La. 97, 11 So. 2d 495 (1942), appeal dismissed, 320 US. 222, 
64 Sup. Cr. 19 (1943); Superior Oil Co. v. Foote, 214 Miss. 857, 59 So. 2d 85, 844 (1952); 
Wood Oil Co. v. Corporation Comm’n, 205 Okla. 537, 239 P.2d 1023 (1950); Croxton v. 
State, 186 Okla. 249, 97 P.2d 11 (1939); Patterson v. Stanolind Oil & Gas Co., 182 Okla. 
155, 77 P.2d 83, appeal dismissed, 305 U.S. 376, 59 Sup. Cr. 259 (1938), 16 Texas L. Rev. 
597. 

14Qn this question, see Dedman, Indispensable Parties in Pooling Cases, 9 Sw. L.J. 
27 (1955); Comment, The Nature of Unitized Title, 10 Sw. L.J. 146, 157 (1956); Cook, 
Rights and Remedies of the Lessor and Royalty Owner Under a Unit Operation, 3p 
Inst. on Ow & Gas Law & Tax. 101, 146 (Southwestern Legal Foundation, 1952); 
HorrMan, VOLUNTARY POOLING AND UNITIZATION 144 (1954); Masterson, Indispensable 
Parties in Oil and Gas Litigation, 6TH INst. on Om & Gas Law & Tax. 139, 149 (South- 
western Legal Foundation, 1955). 

15 Whelan v. Placid Oil Co., 198 F.2d 39 (5th Cir. 1952); Brown v. Smith, 141 
Tex. 425, 174 S.W.2d 43 (1943); Veal v. Thomason, 138 Tex. 341, 159 S.W.2d 472 (1942); 
Belt v. Texas Co., 175 S.W.2d 622 (Tex. Civ. App. 1943), error ref’d. For a discussion of 
the cross-assignment theory, see French and Elliott, Legal Effect of Voluntary Pooling 
and Unitization: Theories and Party Practice, 35 Texas L. Rev. 401 (1957). 

16 Phillips Petroleum Co. v. Peterson, 218 F.2d 926 (10th Cir. 1954); Kenoyer v. 
Magnolia Petroleum Co., 173 Kan. 183, 245 P.2d 176, 179 (1952); Arkansas Louisiana Gas 
Co. v. Southwest Nat. Prod. Co., 221 La. 608, 60 So. 2d 9 (1952); Sinclair Crude Oil Co. v. 
Oklahoma Tax Comm’n, 326 P.2d 1051 (Okla. 1958); Coolbaugh v. Lehigh & Wilkes- 
Barre Coal Co., 218 Pa. 320, 67 Atl. 615 (1907). 
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difficulties inherent in the multiplicity of parties. It seems necessary to 
answer this question in the negative. Whatever its exact nature, whether 
an ordinary contract provision which provides for a changed manner of 
operation and of calculating the royalties, or a covenant running with the 
land, it cannot be denied that in a title suit involving the entire title to a 
tract all participants in the unit have an interest in the tract involved unless 
the agreement otherwise provides and would be affected by the outcome of 
the suit.17 They are therefore indispensable parties to such a suit. 

From a practical standpoint, this question of parties may be of great 
importance to the participants in a unit as a going concern where litigation 
is pending or threatened, and even more so to those outside the unit wishing 
to enforce a claim against property in the unit. The consequences of the 
holding that all interest holders in a unit are necessary or indispensable 
parties to a suit involving the entire estate in a tract incorporated in a unit 
may well deprive a plaintiff of his day in court. This difficulty does not 
exist where the interest holders are few, as in the case of a community lease, 
a small pooled unit, or a suit for the cancellation of a lease, as in Veal v. 
Thomason '8 and in some of those cases that have followed that decision. 
However, in fieldwide units the participants number in the hundreds and in 
a few cases in the thousands, and reside in most of the states of the Union 
and in foreign countries. 

It is not surprising, therefore, to find that the courts have found ways 
of avoiding this multiplicity of parties. We have been told that in the con- 
sideration of cases involving indispensable parties the holding of each case 
should be limited to the facts in that case, because “we are dealing with 
policy and not jurisdiction or any other field of substantive law.” 1® Such are 
cases where the entire title is not at issue, but plaintiff puts in issue only the 
right to recover royalty from a specific tract in a unit but does not endeavor 
to divest land of an oil and gas lease or to take a tract out of a unit. Examples 
are Nadeau v. Texas Co.,”° involving the validity of a lease wherein plaintiff 
sought relief against defendant and not against signers of the unit agreement; 
and Petroleum Producers Co. v. Reed,”! wherein the State of Texas was 
held not a necessary party in a trespass to try title suit wherein title was 
litigated between plaintiff and defendant.?? 


17See HorFMAN, VOLUNTARY POooLING AND UNITIZATION 161 (1954); Comment, 
The Nature of Unitized Title, 10 Sw. L.J. 146 (1956). 

18 Supra note 15. 

19 See HOFFMAN, VOLUNTARY POOLING AND UNITIZATION 161 (1954); Comment, The 
Nature of Unitized Title, 10 Sw. L.J. 146 (1956). 

20 104 Mont. 558, 69 P.2d 586 (1937). 

21135 Tex. 386, 144 S.W.2d 540 (1940). 

22 See also Humble Oil & Ref. Co. v. Sun Oil Co., 190 F.2d 191 (5th Cir. 1951); 
Hudson v. Newell, 174 F.2d 546 (Sth Cir. 1949) (plaintiff ratified lease and unit); 
Douglas v. Butcher, 272 S.W.2d 553 (Tex. Civ. App. 1954), error ref'd n.r.e.; Fussell v. 
Rinque, 269 S.W.2d 442 (Tex. Civ. App. 1954), error ref’d mr.e. 
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It is impossible to reconcile with the Veal case those cases cited above 
where it is found that the participants in a unit are not necessary parties in 
a case involving the title to a lease in a unit or an attempt is made to free 
a tract from the unit, for the reason that under the theory of cross-assign- 
ment all participants in a unit own a portion of the lease or tract in question 
and no decision could be entered that would not affect that interest. 

The large number of parties that are sometimes necessary in a suit in- 
volving a unit suggests an investigation of the advisability of a class action 8 
as another way out. The hazards and difficulties in bringing such a suit 
under federal and state rules are very real, and the rules generally offer little 
help.** However, under an Oklahoma statute, plaintiffs were successful. 

In the case of Young v. West Edmond Hunton Lime Unit,?* plaintiffs, 
owning royalty interests in the unit, sued the unit for breach of trust by the 
unit operator in the sale of unit production. Plaintiffs sued for themselves 
and for the use and benefit of all other owners of oil royalty within the 
unit and situated similarly to plaintiffs. The court held that this case fell 
within the purview of the statute ? providing that when the question is one 
of common or general interest of many persons, or when the parties are very 
numerous, and it may be impracticable to bring them all before the court, 
one or more may sue or defend for the benefit of all. The amounts to be 
paid were subsequently determined.?7 


Subsequent Conveyance of an Interest in a Unit 


Another problem arises when a participant in a unit desires to convey 
that interest. In the event of a conveyance of an individual tract, what is 
the nature of the interest acquired by the assignee? Does the conveyance of 
the tract alone without any mention of the interest held in other tracts in 
the unit convey all the interest of grantor in all such tracts or only the 
interest of grantor in the individual tract which has been described in the 
conveyance? 

The California courts, which have supported the cross-assignment 
theory, hold that only the interests in the described tract, including royalty 
thereunder, pass to a grantee of the fee as an incident of the conveyance 
and that “the incorporeal heraditament owned by the grantor in the oil 
produced from the land of the colessors, existing in gross, obviously does 


23. On the general subject, see Comment, Denial of Due Process Through Use of 
the Class Action, 25 Texas L. Rev. 64 (1946); Leach v. Brown, 298 S.W.2d 185 (Tex. 
Civ. App. 1956), error ref'd n.r.e., 5 U.C.L.A. L. Rev. 575 (1958); see also 251 S.W.2d 
553 (Tex. Civ. App 1952). 

24 Matthews v. Landowners Oil Ass’n, 204 S.W.2d 647 (Tex. Civ. App. 1947); 
Hicks v. Southwestern Settlement and Dev. Corp., 188 S.W.2d 915 (Tex. Civ. App. 1945). 
25275 P.2d 304 (Okla. 1954). 

26 OKLA. Star. tit. 12, § 233 (1951). 
27 West Edmond Hunton Lime Unit v. Young, 325 P.2d 1047 (Okla. 1958). 
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not follow the conveyance of the lessor’s land, but can only be conveyed 
by a specific transfer of that interest.” °8 

Among the cases cited to support the preceding statement is Tanner v. 
Title Ins. & Trust Co.”® In that case the owners of nine contiguous tracts of 
land joined in a community lease providing for the pooling of royalty and 
sharing thereof on an acreage basis. One tract was bought at a trustee’s sale 
and later conveyed without reservation. It was this purchase and sale that 
raised the question answered above, as to whether or not any of the royalties 
payable under the community lease from oil produced from the other tracts 
in the unit was conveyed with the tract. 

The Mississippi court came to an entirely different conclusion in the 
case of Merrill Eng’r Co. v. Capital Nat'l Bank.®° There it was held that the 
conveyance of a single tract which is a part of a unit without any mention 
of the unit will pass whatever interest the grantor owns in other tracts in 
the unit by virtue of his ownership of the tract. There was involved here, 
not a community lease as in the California cases, but a voluntary pooling 
agreement, a contract entered into by and between the lessees and the land- 
owners and royalty owners. While the court in the Merrill Eng’r Co. case 
found no distinction between the creation of a unit by the use of a com- 
munity lease and by the execution of a pooling agreement such as was used 
in the case, it seems that the device used in that case was a step toward the 
use of the modern unitization agreement, with its clarification of the in- 
tention of the parties with reference to the problem here being discussed. 

An analogy might be drawn between the conveyance of a single tract 
in a unit and the conveyance of a portion of the land covered by a lease 
containing an entirety clause. The entirety clause provides that if the land 
covered by a lease is later owned in separate tracts, the land shall be de- 
veloped and operated as one lease, and the royalty shall be treated as an 
entirety and divided among the separate owners on an acreage basis. Thus, 
if part of the land is conveyed it will not be subject to the harsh rule of 
Japhet v. McRae; even though the particular tract only is described and 


28 Tanner v. Title Ins. & Trust Co., 20 Cal. 2d 814, 820, 129 P.2d 383, 387 (1942). 
The following cases from this same jurisdiction are to the same effect and involve com- 
munity leases: Brown v. Copp, 105 Cal. App. 2d 1, 232 P.2d 868 (1951); Friedrich v. 
Roland, 95 Cal. App. 2d 543, 213 P.2d 423 (1950); Gillis v. Royalty Serv. Corp., 91 Cal. 
App. 2d 365, 204 P.2d 968 (1949). But see Howard v. General Petroleum Corp., 108 Cal. 
App. 2d 25, 238 P.2d 145 (1951), second appeal, 114 Cal. App. 2d 91, 249 P.2d 585 (1953). 
See also Howard v. General Petroleum Corp., 136 Cal. App. 2d 168, 288 P.2d 308 (1955). 

29 Supra note 28. 

30 192 Miss. 378, 5 So. 2d 666, 672 (1942). See Coolbaugh v. Lehigh & Wilkes-Barre 
Coal Co., 218 Pa. 320, 67 Atl. 615 (1907), where only the rents and royalties were 
pooled, but the conveyance of one of the two lots involved carried with it a royalty 
interest in coal mined from the other lot since the grantor’s interest in such royalty 
came through his ownership of the lot conveyed. 

31276 S.W. 669 (Tex. Comm’n App. 1925). 
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no mention is made of apportionment. But the entirety clause will be given 
effect, and the conveyance of the tract will carry with it its portion of the 
royalty from the entire unit, regardless of where production is being ob- 
tained.®* 

One method of meeting this situation is to set out clearly in the royalty 
owners’ agreement the intention of the parties with reference to assign- 
ments,®° since this agreement is placed of record, giving all assignees con- 
structive notice of its provisions, It is suggested, however, that due to the 
large variance in the methods by which units are created and the indefinite- 
ness of the case law, the careful lawyer would do well to see that the inter- 
ests that are intended to be conveyed are carefully described in the con- 
veyance. This suggestion is particularly applicable in jurisdictions holding 
to the cross-assignment theory and where the intention of the parties is not 
clearly set out in the agreement. 


When Part of Lease Is Within Unit and Part Without 


Problems arise from this situation as a result of the exercise of a power 
under a pooling clause, as well as from the creation of units by voluntary 
unitization agreements and under compulsory statutes. 

Many of the problems that have found their way into the courts have 
arisen as the result of the creation of spacing or drilling units. In the case 
of unitization agreements, disagreements between the lessees and royalty 
owners have often been solved by provisions in the instruments themselves. 
The discussion here will be confined to the effect of pooling or unitization 
on that part of a lease that is outside the unit, there being a portion of the 
same lease within the unit.®* 

In the case of Buchanan v. Sinclair Oil & Gas Co. plaintiff sought, 
among other things, a declaratory judgment that a certain lease in its primary 
term had terminated through failure of the lessee to pay rentals thereon. 
Under the pooling clause, a part of the lease in question was pooled with 
other lands, and a gas well was drilled in the unit but not on lands covered 
by this lease. The court held that under the authority of Scott v. Pure Oil 
Co.3¢ and Southland Royalty Co. v. Humble Oil & Ref. Co.5" the drilling 


32 See discussion of the effect of an entirety clause in Boren v. Burgess, 97 F. Supp. 
1019 (E.D. Okla. 1951). Apparently this was an ordinary lease, not a community lease, 
and was so treated b,” the court. See also Hardwicke, Problems Arising Out of Royalty 
Clauses in Oil and Gas Leases in Texas, 29 Texas L. Rev. 790, 806 (1951). 

83 Seeligson Royalty Owners Agreement § 1601. 

34For an excellent discussion of the question, see Rebman, Continuation of the 
Oil and Gas Lease on Outside Acreage by Production Within the Unit, 35 Texas L. 
Rev. 833 (1957). 

35 218 F.2d 436 (5th Cir. 1955). 

36 194 F.2d 393 (5th Cir. 1952). See also Spradley v. Finley, 302 S.W.2d 409 (Tex. 
1957). 
87151 Tex. 324, 249 S.W.2d 914 (1952). 
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on and production from the unit perpetuated the entire lease including that 
portion outside the unit. This was in accordance with the wording of the 
pooling clause which provided that production from the unit should be 
considered for all purposes, except payment of royalties, as if such produc- 
tion were from the leased lands. The same conclusion, involving similar 
provisions, was arrived at by the courts of Louisiana,§* Oklahoma,®® Arkan- 
sas,*° and Kansas.*! 

Insofar as the cases hereinabove set out are concerned, the same con- 
clusion is reached with reference to property outside the unit whether the 
area was pooled under an order issued by a conservation authority, such as 
in Gray v. Cameron,*? Hunter Co. v. Shell Oil Co.,4* and LeBlane v. 
Danciger,** or under a pooling clause in an oil and gas lease such as in the 
Buchanan v. Sinclair,® Scott v. Pure Oil Co.,** or Trawick v. Castleberry * 
cases. The same is true of fieldwide units created under voluntary agree- 
ments, as we shall see. 

In a determination of the question now being discussed, as well as gen- 
erally, the courts strictly construe the language of the pooling clauses,* 
and for this reason they sometimes arrive at different results from that stated 
above. Examples may be found in the cases of Wilcox v. Shell Oil Co.*® and 
Humble Oil & Ref. Co. v. Hutchins.° A minority view on the question of 
the effect of production within the unit on the portion of a lease outside the 
unit is expressed in the case of Texas Gulf Prod. Co. v. Griffith,5! a Missis- 
sippi case. Part of the lease in question was included in a forced pooled unit. 
Left out was an eight-acre non-contiguous portion of the lease located about 
three-fourths of a mile from the rest of the lease. Appellant had not sought 


38 Smith v. Carter Oil Co., 104 F. Supp. 463 (W.D. La. 1952); Delatte v. Woods, 
232 La. 341, 94 So. 2d 281 (1957); LeBlanc v. Danciger Oil & Ref. Co., 218 La. 463, 49 
So. 2d 855 (1950); Hunter Co. v. Shell Oil Co., 211 La. 893, 31 So. 2d 10 (1947); 
Jackson v. Hunt Oil Co., 208 La. 156, 23 So. 2d 31 (1945). 

39 Trawick v. Castleberry, 275 P.2d 292 (Okla. 1953); McClain v. Harper, 206 
Okla. 437, 244 P.2d 301 (1952); Godfrey v. McArthur, 186 Okla. 144, 96 P.2d 322 (1939) 
(pooled by city ordinance); Roach v. Junction Oil & Gas Co., 72 Okla. 213, 179 Pac. 934 
(1919). 

40 Gray v. Cameron, 218 Ark. 142, 234 S.W.2d 769 (1950). 

41 McCammon v. Texas Co., 137 F. Supp. 256 (D. Kan. 1954). 

42 Supra note 40. 

43 Supra note 38. 

4 Supra note 38. 

45 Supra note 35. 

46 Supra note 36. 

47 Supra note 39. 

48 Phillips Petroleum Co. v. Peterson, 218 F.2d 926 (10th Cir. 1954). 

49 226 La. 417, 76 So. 2d 416 (1954). 

50217 Miss. 636, 64 So. 2d 733 (1953). 

51218 Miss. 109, 65 So. 2d 447 (1953). 
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an exception under the spacing regulations to drill a well on the eight acres 
in another unit until after the expiration of the primary term of the lease. 
Extension of the entire lease, including the eight acres outside the unit, be- 
yond the primary term was claimed because of production within the unit. 
The court held that the lease on the eight acres was not perpetuated, stating 
that the conservation laws did not contemplate that the establishment of a 
forced unit and production from a well on land therein other than the 
leased land should affect the leased land outside the unit. If the part out- 
side the unit were thus kept alive indefinitely, the court said, the lessor 
would be deprived of the right to drill thereon and deprived of any royalties, 
rentals, or benefits therefrom. Thus a very small part of a lease within the 
unit could keep alive a large part of a lease without. This would be a viola- 
tion of the constitutional guaranty that no person shall be deprived of his 
property without due process of law, the court concluded. 

There seems no question but that there is the possibility of the use of the 
majority decisions to work inequity on lessors. An example of this would 
be where a lessee would place only a small part of a lease in a unit and thus 
attempt to perpetuate a much larger portion of the lease outside the unit 
without the necessity of paying rentals. However, as we shall see, the im- 
plied obligation reasonably to develop this outside acreage still remains. 
It is also remembered that a lessee in exercising the power contained in a 
pooling clause must act fairly toward the lessors.®? Finally, in the case of 
forced pooled units, it may reasonably be expected that the regulatory 
authorities will see that all interested parties are treated fairly and equitably. 

What has just been said now leads up to the application of the problem 
to fieldwide units created under the terms of voluntary unit agreements, or 
under orders of a regulatory authority pursuant to compulsory statutes. 

In the creation of all units fieldwide in scope one of the primary con- 
cerns is to determine the proper extent of the area to be unitized. In the 
case of compulsory unitization the statutes themselves often determine the 
boundary lines,®* and even in the case of voluntary agreements some limita- 
tion is placed on the area included in the unit.5¢ Subject to these limitations 
the parties themselves fix the boundaries, and there is usually an area of 


52 Diggs v. Cities Serv. Oil Co., 241 F.2d 425 (10th Cir. 1957); Phillips Petroleum 
Co. v. Peterson, supra note 48; Imes v. Globe Oil & Ref. Co., 184 Okla. 79, 84 P.2d 1106 
(1938); Schlittler v. Smith, 128 Tex. 628, 101 S.W.2d 543 (1937). 

53 For instance, the Oklahoma statute provides: “Each unit and unit area shall be 
limited to all or a portion of a single common source of supply. Only so much of a 
common source of supply as has been defined and determined to be productive of oil 
and gas by actual drilling operations may be so included within the unit area.” OKLA. 
Stat. tit. 52, § 287.4 (1951). 

54“The area covered by the unit agreement contains only such part of the field as 
has reasonably been defined by development.” Tex. Rev. Civ. Strat. art. 6008b (Supp. 
1950). 
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negotiation. It often results, therefore, that a part of a lease is included in a 
unit and a part is left outside. The cases we have studied on this problem, 
while not concerned directly with fieldwide units, are determinative of this 
question also. 

During the formative stage of the royalty owners’ agreement, which is 
the instrument executed by lessors and royalty owners in the creation of a 
voluntary fieldwide unit, this question of where the boundary line will be 
fixed becomes a matter of concern to these interest holders, particularly if 
only a part of a lease is to be included in the unit. Before signing the royalty 
owners’ agreement the royalty owners want to know what plans the lessees 
have with reference to these excluded tracts. The negotiation that follows 
may have various results. In some cases no specific agreement is made either 
because that portion of the lease has been condemned by drilling or the hope 
exists that with further information it may subsequently be drilled and 
brought into the unit. In other instances the acreage may be released. 

In a few cases provision is made for the situation by including in the 
agreement language somewhat as follows: 


“In instances where a portion of a lease is within the 
Field, and a portion without, the portion without shall be held and 
operated by the lessee under the terms, conditions and obligations con- 
tained in the existing oil and gas lease covering the same to the same 
extent as if such portion were a separate lease, provided, however, that 
this provision shall not take effect until one year after the effective 
date of this agreement, and provided further, that production obtained 
anywhere on said lease from a formation other than the 
formation shall perpetuate the entire lease as to all formations there- 
under.” 








In some cases separate agreements independent of the royalty owners 
agreement are entered into with the lessors and royalty owners, including 
language of the same or similar import. 

As the court stated in Buchanan v. Sinclair Oil & Gas Co., a holding 
that a portion of the lease outside the unit is perpetuated by production 
within the unit is not to say that the ununitized portion may be held against 
well-founded legal claims for damages or equitable relief for breach of im- 
plied covenants or other relief. For instance, in some jurisdictions this por- 
tion may be cancelled for lack of reasonable development. 

It goes without saying that if the entire lease is perpetuated in the 
manner hereinabove set out, the obligation to pay rentals no longer obtains. 


55 218 F.2d 436 (5th Cir. 1955). 

56 Sauder v. Mid-Continent Petroleum Corp., 292 U.S. 272, 54 Sup. Cr. 671, 93 A.L.R. 
454 (1934); Eota Realty Co. v. Carter Oil Co., 225 La. 790, 74 So. 2d 30 (1954); Carter v. 
Arkansas Louisiana Gas Co., 213 La. 1028, 36 So. 2d 26, 28 (1948); Nunley v. Shell Oil 
Co., 76 So. 2d 111 (La. App. 1954). 
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Effect of Failure of Working Interests and Royalty Owners 
To Sign Unit Agreements 


Of the many problems that arise after the unit is put in operation, a 
large group flows from the failure or refusal of royalty owners and working 
interest owners to sign the unitization instruments. 

In the case of voluntary agreements it is strictly up to the interest 
holders themselves as to whether or not they wish to execute the unit agree- 
ments. A lessee is without authority to unitize the royalty interest under 
the lease with other interests,®7 and in the absence of statutory authority 
unitization cannot be compelled.5® It is seldom that all interest holders in a 
field have signed these agreements when they become effective. They are, 
of course, effective and enforceable as to those who sign them, and pre- 
existing oil and gas leases and other contracts are modified to the extent that 
the unit agreements are in conflict with them. But it is when the signers 
begin the operation of the unit, thus created, that they run into the problems 
caused by the existence of the unsigned interests because the pre-existing oil 
and gas leases and other contracts of the non-signers remain in effect and 
unmodified by the unit agreements. 

The oil and gas reservoir is a unit by nature, and to get the best results 
it should be operated as a unit, as if it were one lease. In order to obtain 
the utmost efficiency in the operation of pressure maintenance or secondary 
recovery operations it is important that the engineers be unrestricted in the 
location of injection or input wells and production wells, and in the manner 
of their operation and in the transfer of allowables.°® The efficiency of these 
operations, therefore, decreases in inverse proportion to the number of 
windows ® that appear in the unit. 

An injection or input well is one through which water, gas, or air is 
injected into the producing horizon to be used as the motive power to sweep 
the oil and gas into the producing well. These wells are either drilled as 
such, or a producing well is converted into an input well. It is readily 
apparent that the conversion of a producing well on an unsigned tract into 
an input well will not only reduce the production from the tract by the 
amount that the well had been producing, but its operation will result in 
driving oil and gas off the tract onto neighboring property. 

The properties of the non-signers cannot, of course, be used for the 
benefit of the unit, but the operations on the unsigned tract must usually 


57 Knight v. Chicago Corp., 144 Tex. 98, 188 S.W.2d 564 (1945). 

58 Dobson v. Oil & Gas Comm’n, 218 Ark. 160, 235 S.W.2d 33 (1950); Western 
Gulf Oil Co. v. Superior Oil Co., 92 Cal. App. 2d 299, 206 P.2d 944 (1949); Dailey v. 
Railroad Comm’n, 133 S.W.2d 219 (Tex. Civ. App. 1939). 

5° Brown v. Smith, 141 Tex. 425, 174 S.W.2d 43 (1943). 

60 These are tracts in which there are unsigned interests, sometimes referred to as 
unsigned tracts. 
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be confined to those that benefit that tract alone. Thus, the facts recited 
raise serious questions of potential damages for drainage, which will be 
discussed later. 


Payment of Royalty to Unsigned Royalty Owner 


As we have seen, the position of the royalty owner who fails or refuses 
to sign the voluntary unitization agreement is dependent on the existing oil 
and gas lease or other contracts which he has previously signed. Thus, a 
lessee who has signed the unit agreements is bound, in his relations with 
such royalty owners, both by the terms of the oil and gas lease and by the 
terms of the unit agreements.®4 

Under these circumstances how are the royalties accounted for? They 
must be paid in the manner provided for in the oil and gas lease and on the 
basis of actual production from the tract,®? rather than on the basis of the 
production allocated to the tract under the terms of the unit agreements. 
If there is no production from the tract in question, the unsigned royalty 
interest, in the absence of equitable considerations, receives nothing although 
there is production elsewhere in the unit.®* If all tracts in a unit are com- 
pletely unitized, the production from all wells in the unit may be com- 
mingled in the central storage tanks. The part due each tract in accordance 
with its percentage participation is delivered in kind to the working interest 
owner, or owners, of the tract, and it is out of this allocated production that 
royalty is paid to the royalty owners under the contract, based on the oil and 
gas lease or other contracts to which they are parties. If, however, a tract 
is not completely unitized, the production from the wells on that tract must 
be run into separate tanks and must be separately measured and accounted 
for. This situation results in additional expense in time and money, both in 
bookkeeping and in the physical handling of the oil and gas. 

Another problem arises from the fact that actual production from a 
tract and the allocated production thereto is never exactly the same and may 
vary considerably. The working interest owner of a tract who has signed 
the agreements receives only the allocated production. However, he must 
pay royalty to the non-signing royalty owner on the basis of actual produc- 
tion from the tract. The result is that the amount of royalty he pays may be 
more or less than the amount he would have paid on allocated production. 

Most modern unit agreements take care of this situation by the inser- 
tion of the following typical provision: 


“The part due each operator, under the allocation herein set out, shall 
be delivered to him in kind, and each operator shall be separately liable 


61 Bruce v. Ohio Oil Co., 169 F.2d 709 (10th Cir. 1948), cert. denied, 336 US. 913, 
69 Sup. Cr. 604 (1949). 

82 Ibid. 

83 Boggess v. Milam, 127 W. Va. 654, 34 S.E.2d 267 (1945). 
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for and shall, out of said allocation to tracts of land, account for all 
royalties and other payments which he may be obligated to account for 
in accordance with the terms of the respective leases or other contracts 
covering such respective tracts, based, however, on the production and 
the amount of unitized substances allocated under this agreement to such 
tracts, to the same extent as if the same were produced from said tracts. 
Each operator shall hold every other operator harmless against all claims. 
demands and causes of action for such payments, provided, that should 
there be more production from a tract, on which less than 100% of the 
royalty is signed, then the burden and risk of such excess production shall 
be borne by the joint account to the extent of the excess, and should 
there be less production from such tract than its participation percentage 
of the production then that portion of the production not paid to royalty 
owners who failed to sign but which would have been payable to them 
if they had signed, shall be allocated among the operators in proportion 
to their participation percentages.” 


All wells in a field, whether unitized or not, are normally produced 
subject to existing field rules of the regulatory authorities. Thus, in the 
absence of a unit allowable, the allowables for all wells are fixed on the 
basis of the formula established in the field rules and care is taken normally 
by the unit operators, where they produce wells located on tracts having 
unsigned royalty owners, to avoid drainage across property lines. This is 
particularly true in the case of gas units if the allowables are not as firmly 
fixed on individual wells as is the case with oil. 


Transfer of Allowables 


One of the methods used in the operation of a unit to retard the de- 
crease in pressure in a formation is the transfer of allowables from one well 
to another. These transfers are usually made from a well with a high gas- 
oil ratio to one with a lower ratio. The well from which the transfer is 
made is then shut in. In this manner the amount of gas produced is re- 
duced, leaving the gas in the formation to assist in the maintenance of the 
pressure. Transfers may also be permitted from poor wells, as for example, 
in the case of wells making an excessive amount of water or from producing 
wells that have been converted into input wells. 

Permission to transfer allowables is contained in the field rules.6* This 
is one of the amendments made to the field rules generally at the time the 
unit agreements are approved in anticipation of the initiation of pressure 
maintenance or secondary recovery operations. 

Unsigned tracts may be affected either by wells from which allowables 
are transferred or wells to which they are transferred. If the allowable is 


64 See Rule 6 of Special Order Adopting Field Rules for the Kelly-Snyder Field, 
Scurry County, Texas (No. 8-18.283) May 8, 1950, amended January 18, 1954, June 20, 
1955, and August 1, 1956. 
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transferred from a well on an unsigned tract, the production from that tract 
is thereby reduced for the benefit of the unit, and the lessee may be liable 
for damages for the loss of royalty thus occasioned. If all the wells on the 
tract are thus shut in and the tract ceases to produce, the lease affected would 
terminate under its terms as to the unsigned interests. The unsigned interests 
would not object to the transfer of allowables to their tract since it would 
increase their royalties, but it would be objectionable to the lessees who 
would be required to pay the increased royalties. 

A different situation would, however, exist where the transfers were 
made to wells not on, but near, an unsigned tract. The increased allowable 
thus assigned would cause drainage from the adjacent unsigned tract that 
did not have this advantage. If it were the owner of the working interest 
in this tract that had not signed, it would be very unlikely that he could 
obtain additional allowables by transfers because of the smallness of his 
tract, and for the further reason that if his tract is in the area to which 
transfers are being made it could generally be assumed that all his wells 
were good wells and no engineering advantage could be had by making 
transfers. This lessee would find himself in the hazardous position of being 
potentially liable for damages unless he could in some way protect the 
tract from drainage. 

These problems do not arise, of course, with reference to units created 
pursuant to compulsory unitization statutes. 


Use of Surface of Land and of Water Thereunder for Unit Purposes 


Another problem that arises from the failure of a lessor to execute the 
unit agreement has to do with the use of the surface of the lease for unit 
purposes. 

It is, of course, well established that the surface of the land covered 
by a lease may be used under the terms of the lease for operations for the 
benefit of that lease alone and not for other lands. Thus, in the case of 
Franz Corp. v. Fifer,6° damages were recovered from the lessee who used 
lessor’s property to carry on extensive operations not only on lessor’s land, 
but on other lands as well, and for the purpose used roads, established a 
pumping station, and laid water lines on lessor’s land. 

In the case of Vogel v. Cobb © the court held that a clause in an oil and 
gas lease providing that lessee is entitled to the free use of “water produced 
on said land for its operations thereon” does not give the lessee the right to 
use water therefrom to supply lease houses located on other lands even 
though the occupants thereof as part of their duties operate the lease in 
question. 


85 295 Fed. 106 (9th Cir. 1924). 
66 193 Okla. 64, 141 P.2d 276 (1943). 
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In the case of Holt v. Southwest Antioch Sand Unit,®" the plaintiff, 
owner of the surface only of a lease included in the unit, sued the unit for 
damages for using salt water from her land in a secondary recovery opera- 
tion whereby oil was produced from other lands in the unit. Plaintiff’s land 
was burdened by the oil and gas lease, including the mineral owners’ right to 
use what was reasonably necessary for the proper development of the 
mineral estate. That, the court said, included the use of salt water for the 
same purpose. The court further said: 


“It makes no difference whether the oil was produced from plaintiff’s 

lands or not by reason of the repressuring process. Under the statutes, 

the unit was formed of all producing leases in the common source of 

supply and operated as a single operation with all lessees sharing equi- 

tably in the production from the whole. Whether the conveyance or 

reservation of the minerals provides therefor or not ‘an owner of min- 

erals may ... use such amount of water from the land as is reasonably 

necessary to develop the mineral rights.’ 58 C.J.S., Mines and Minerals, 

§ 159, p. 334.” 68 

Of interest to participants operating a unit is the effect of the injection 

of salt water into a salt water bearing formation where the salt water passes 
from the tract where injected and into the same formation under neighbor- 
ing lands. This question arose in the case of West Edmond Salt Water Dis- 
posal Ass'n v. Rosecrans.®® There defendants were injecting salt water in a 
well on a forty-acre tract adjoining plaintiff’s land. The salt water thus 
injected, the plaintiff complained, was carried into the formation beneath 
plaintiff's land, thus taking the property of plaintiff in said structure for 
defendant’s benefit as a storage for said water to the exclusion of plaintiff. 
The court held that the salt water was fugacious and the same rules applied 
to it as to oil. Thus, the water did not belong to defendants after injection. 
Defendants had the right to inject the water as they did, and since the 
formation into which it was injected was salt water bearing, no damage 
could be done to plaintiff’s property and did not deprive him of the use 
or enjoyment of his property. There was, therefore, no taking or damaging 
of plaintiff's property. 


PROBLEMS OF SECONDARY RECOVERY OPERATIONS 7° 


Space permits only a limited discussion and explanation of secondary 
recovery operation:. 


87292 P.2d 998 (Okla. 1955). See Note, 9 Oxra. L. Rev. 442 (1956); Miller v. 
Crown Central Petroleum Corp., 309 S.W.2d 876 (Tex. Civ. App. 1958); Tidewater 
Associated Oil Co. v. Clemens, 123 S.W.2d 780 (Tex. Civ. App. 1938). 

68 292 P.2d at 1000. 

© 226 P.2d 965 (Okla. 1950). 

7 On this subject generally, see Roark, Engineering Aspects of Fluid Injection into 
Oil Reservoirs Which Require Legal Action, 1957 ABA Proceeptncs 230 (Section of 
Mineral and Natural Resources Law). 
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Engineers have long known that there are several natural sources of 
energy in oil and gas reservoirs which may be used in the production of oil 
and gas. These may be classified as dissolved gas drive, hydrostatic pres- 
sure, and the force of gravity.™1 Mr. William J. Murray classifies them as 
(1) dissolved gas drive, (2) gas cap drive, and (3) water drive.” 

Gas serves two functions in the production of oil. In the first place it is 
dissolved in the oil and this decreases the viscosity and surface tension of the 
oil and permits it to flow more easily through the rock. In the second place, 
gas tends to expand, and this force drives the oil to the bore of the well 
which is the point of lowest pressure. With reduction of pressure, gas tends 
to come out of solution, and this produces the expansive force just men- 
tioned, but at the same time it increases the viscosity and surface tension of 
the oil.73 Thus, the proper regulation of pressure is essential. 

Water moves more freely through the oil formations than oil, due to 
its lower viscosity. Where, therefore, water is in contact with oil in the 
reservoir, the hydrostatic pressure to which it may be subjected forces the 
oil or gas through the formations to the bore of the producing well. This 
explains the efficiency of a successful water flood.” 

The petroleum engineers state that in most instances only about 15 to 
25 per cent of the oil in place is recovered by customary methods of primary 
production, that is, by natural flow and artificial lift. It is likewise con- 
ceded generally that this recovery percentage can be increased up to 80 per 
cent of the reservoir oil content by the use of secondary recovery or pres- 
sure maintenance operations, including pressure regulation, water flooding, 
and cycling. Simply stated, the term “pressure maintenance” refers to the 
injection of fluids early in the life of a field before the dissipation of pres- 
sures, while the term “secondary recovery” refers to operations conducted 
after the completion or near completion of primary operations.**> We are 
concerned here only with secondary recovery. 


71 Fancuer, The Development and Operation of Secondary Water Flooding Proj- 
ects, in AMERICAN PETROLEUM INSTITUTE, SECONDARY RECOVERY OF OlL IN THE UNITED 
States 48-60 (1942). 

7 Murray, Engineering Aspects of Unit Operation, 3p Inst. on Or & Gas Law & 
Tax. 1 (Southwestern Legal Foundation, 1952). Mr. Murray stated that gravity is an 
important factor in maintaining segregation between oil, gas, and water and that it makes 
for more efficient recovery by making possible the selective production of fluids, but it 
is rarely the only source of energy in recovery. 

78 Id. at 47. See also INTERSTATE Ort Compact Commission, Ort AND Gas PRropuctION 
39 (1951). 

7 MILLerR, FUNCTION oF Natural Gas IN THE PRropuction oF Or 28 (1929); INTER- 
STATE Ort Compact Commission, O1L AND Gas Propuction 37 (1951). 

™ Kingwood Oil Co. v. Bell, 204 F.2d 8 (7th Cir. 1953). See Kaveler, The Engi- 
neering Basis for and the Results From the Unit Operation of Oil Pools, 23 Tut. L. Rev. 
331 (1949); AMERICAN PetRoLeuM INsTITUTE, SECONDARY RECOVERY OF O1L IN THE UNITED 
States 255, Appendix A (1942). 
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Methods of Secondary Recovery 


Four secondary recovery operations are recognized: water flooding, gas 
injection, in-situ combustion, and miscible displacement. All of these methods 
involve the forcible injection into the reservoir of fluids most often obtained 
from extraneous sources. 

Water flooding is the controlled introduction of water into an oil pro- 
ducing stratum for the purpose of increasing the percentage and rate of 
recovery of oil from the stratum.”® It is also sometimes used to augment a 
natural water drive. This is the method most commonly used and ultimately 
produces at least as much oil as had been produced by primary methods. 

By the gas injection method, gas is injected directly into the oil forma- 
tion where the action is somewhat similar to that of water flooding. Gas is 
sometimes injected into the gas cap of a field where it assists in oil produc- 
tion by augmenting the natural gas drive mechanism. The recovery is in the 
neighborhood of 35 per cent of the oil originally in place. 

Water flooding and gas injection projects are not always effective in 
increasing the ultimate recovery of some oils. Oil of low gravity and high 
viscosity, which heretofore has been regarded as unrecoverable, amounts 
to an estimated four billion barrels in the United States, largely in California. 
Exhaustive experiments in the laboratory and under actual conditions in the 
field have been made by several oil companies. These experiments con- 
clusively demonstrate the technical feasibility of the in-situ combustion 
method of oil recovery.77 However, an economic appraisal and a few tech- 
nical problems require further study to determine its adaptability to full 
scale operation. 

This oil in its natural state will not flow through the oil sands, and the 
essence of the in-situ combustion method is to heat the oil in the horizon to 
increase it mobility by decreasing its viscosity. 

Heat is applied by actually igniting the oil sand and keeping the fire 
alive by the injection of air. The oil sand is ignited by the use of a specially 
designed electrical heater, bringing temperature to 1400° Fahrenheit. The 
heat breaks the oil down into coke and lighter oils and the coke catches 
fire. The combustion front progresses, the lighter oil moving ahead of the 
fire into the bore of the producing well. It has been suggested that the ad- 
vance of the combustion front could, in some cases, be stopped at a certain 
distance from the ar injection wells and that thereafter the radial transfer of 
heat stored in the burned sand sections would move the oil in the direction of 
the producing wells. Combustion can be stopped at any time by ceasing to in- 
ject air, and thus it is easily controlled. Oil recoveries of from 60 to 90 per 


76 FANCHER, OP. cit supra note 71. 
™ Kuhn and Koch, In-Situ Combustion—Newest Method of Increasing Oil Re- 
covery, Oil and Gas Journal, August 10, 1953, p. 92. 
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cent of the original oil in place prior to combustion have been obtained in 
laboratory experiments, with a loss of only 15 per cent in burning. 

Miscible displacement, a rather recent development, is accomplished by 
the injection of a slug of propane or other liquid petroleum gas into the oil 
formation, followed by the injection of gas. This slug is the miscible bank 
between the oil and gas and is miscible in both. The gas propels this dis- 
placing fluid thru the formation and the miscible action sweeps the forma- 
tion which it touches clean of oil. The remarkable recovery is between 60 
and 70 per cent of the oil in place. 

From the legal standpoint the important fact is that these secondary re- 
covery operations substantially interfere with migration of the oil as it would 
occur under natural depletion. 


Legal Effects of Secondary Recovery Without Unitization 


Under Order of Regulatory Authority 


The question arises as to whether or not the obviously beneficial re- 
sults of secondary recovery operations can be obtained without unitization. 
The legal position and consequent liability of the operator who installs a 
water-flood or gas-injection projection without unitization depend, at least 
in part, upon whether the same is operated as a private project or with the 
blessing of the state regulatory body in charge of enforcing conservation of 
natural resources. That water flooding and gas injection are conservation 
practices can no longer be questioned. It has been proved beyond doubt 
that, where adaptable, it increases the amount of recoverable oil in a forma- 
tion. The legislatures of many of the oil-producing states, in directly 
authorizing their regulatory bodies to regulate secondary recovery methods, 
have specifically provided for the introduction of water, gas, air, and other 
substances into producing formations. Other states have statutes which, in 
general terms, would appear to confer this power upon their regulatory 
bodies.78 Numerous orders have been issued under the authority of these 
statutes authorizing these operations, but it is noteworthy that very little 
litigation has arisen out of them. 

An order of the proper state regulatory body, directing the installation 
of a water-flooding or gas-injection project, where authorized as a conserva- 
tion measure, is a “quasi-judicial” act,’® and is issued pursuant to the police 


78 In 5 SUMMERS, Ort AND Gas (1951), there are listed the conservation laws of the 
United States and of various states, in many of which are set out references to secondary- 
recovery and gas-injection operations. See also Section or Minerat LAw anp NATURAL 
Resources, AMERICAN Bar Ass’N, LecaL History oF CoNSERVATION OF O1L AND Gas 
(1938). 

79 Corzelius v. Harrell, 143 Tex. 509, 186 S.W.2d 961 (1945); Carr v. Stringer, 171 
S.W.2d 920 (Tex. Civ. App. 1943). 
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power of a state.8° This power is superior both to the right of the owner 
of the land to the oil in place under his land and to the so-called law of 
capture.®! It should follow that one who increases his production through 
water flooding or gas injection as a conservation measure is not liable to 
another whose property may be affected by the project, and who has had 
notice of the hearing thereon, so long as the work is carried out in strict 
compliance with the commission’s order and by proper methods.®? 


Negligence—Most Approved Methods 


It also follows that one who is negligent in carrying out a lawful order 
of a regulatory body by using improper methods is liable to those injured 
thereby.®* In such case the common-law rule of liability would apply, in 
the absence of a statute changing the rule. 

It is not always safe to follow what might be called an established cus- 
tom or practice in an industry. In a case arising in Michigan and decided 
by the United States Circuit Court of Appeals for the Sixth Circuit,** the 
lessor of an oil and gas lease sued the lessee for damages for negligently 
acidizing an oil well, thereby causing the oil-bearing strata to become so 
impregnated with salt water that the leasehold was rendered worthless. It 
was alleged that the lessee knew the limestone formation separating the oil 
and salt water levels was only from 1.2 to 2.4 feet thick and that he should 
have put down a blanket of calcium chloride in the hole before the acidiza- 
tion was begun. The defense was that the acidization was carried out in 
accordance with established custom and practice in the field in which the 
well was located. The court held that defense unavailing and said: 


“It is conceivable that the established custom and practice might be 
negligence. What is usually done may be evidence of what ought to be 
done, but what ought to be done is fixed by a standard of reasonable 
prudence whether usually complied with or not. In our opinion the 
proof of custom was insufficient, conclusively to sustain appellant’s 
claim of immunity.” % 


80 Champlin Ref. Co. v. Corporation Comm’n, 286 U.S. 210, 52 Sup. Ct. 559, 86 
A.L.R. 403 (1932); Gulf Land Co. v. Atlantic Ref. Co., 134 Tex. 59, 131 S.W.2d 73 
(1939); Brown v. Humble Oil & Ref. Co., 126 Tex. 296, 83 S.W.2d 935, 87 S.W.2d 
1069, 101 A.L.R. 1393 (1935). 

81 E]liff v. Texon Drilling Co., 146 Tex. 575, 210 S.W.2d 558, 561 (1948); Brown v. 
Humble Oil & Ref. Co., supra note 80. 

82 Dudding v. Automatic Gas Co., 145 Tex. 1, 193 S.W.2d 517 (1946); Corzelius v. 
Harrell, supra note 79. 

83 Shasta Oil Co. v. Halliburton Oil Well Cementing Co., 10 S.W.2d 597 (Tex. Civ. 
App. 1928), error ref'd; Comanche Duke Oil Co. v. Texas Pac. Coal & Oil Co., 298 S.W. 
554 (Tex. Comm’n App. 1927); see Empire Oil & Ref. Co. v. Hoyt, 112 F.2d 356 (6th 
Cir. 1940); Turner v. Big Lake Oil Co., 128 Tex. 155, 96 S.W.2d 221 (1936), 15 Texas 
L. Rev. 362 (1937); 20 Texas L. Rev. 399 (1942). 

84 Empire Oil & Ref. Co. v. Hoyt, supra note 83. 
85 112 F.2d at 361. To the same effect, see Texas & Pac. Ry. v. Behymer, 189 U.S. 








SUMMER] PROBLEMS OF POOLING 563 


The existence or non-existence of negligence in any particular case must be 
determined from the facts of that case, proof of custom or practice being 
only prima facie evidence of due care.®* 

When it is considered that sand and fluid conditions vary widely among 
the different reservoirs and that water-flooding or gas-injection operations 
in each reservoir must be adapted to the conditions which exist there, it 
can readily be seen that use of “proper methods” in any given formation in- 
volves not only advance understanding of reservoir conditions but also ex- 
pert knowledge of how the operations should be conducted. A failure to 
obtain good results may well lead to the charge that improper methods 
have been used somewhere down the line, and the complicated nature of 
the operations would afford many avenues of complaint. Sometimes, for 
example, what is known as waterlogging may result from flooding. This 
means that the water injected has failed to wash the oil out of the sands on 
account of insufficient movement of fluids. Again, there may be what is 
known as “by-passing” caused by difference in permeability in the same 
producing horizon, the result being that the water or gas “channels” through 
the looser connected sections of a sand, leaving the tighter sections by- 
passed and unexploited. Due to the fact that conditions of this kind are not 
subject to visual examination, the determination of (1) whether or not such 
conditions actually exist, and (2) whether they are caused by improper 
methods, must always be the subject of expert opinion, concerning which 
there is most likely to be a sharp conflict. Probably most lawyers agree that 
there is no controversy with a more uncertain outcome than that which 
involves principally a battle of experts. 


Antitrust Law 


In the case of Parker v. Brown ® the cooperative activity of raisin 
growers in California carrying out a raisin-marketing program was held 
to be not violative of the federal antitrust laws since the activities had been 
approved by a state conservation agency. 

It should be emphasized that whether the operation is to be initiated 
on a single lease or in a group of leases the approval of a regulatory author- 
ity should always be obtained, if authorized by the laws of the state in 
question. 


468, 23 Sup. Ct. 622 (1903); Comanche Duke Oil Co. v. Texas Pac. Coal & Oil Co., 
supra note 83; Texas Coca Cola Bottling Co. v. Kubena, 109 S.W.2d 1098 (Tex. Civ. 
App. 1937). 

86 Fletcher v. Baltimore & P.R.R., 168 U.S. 135, 18 Sup. Cr. 35 (1897); Stapleton 
v. Furniture Exhibition Bldg. Co., 209 Mich. 385, 177 N.W. 139 (1919); Brunke v. 
Missouri & Kansas Tel. Co., 115 Mo. App. 36, 90 S.W. 753 (1905); Gulf C. & S.F. Ry. 
v. Evansich, 61 Tex. 3 (1884); Comanche Duke Oil Co. v. Texas Pac. Coal & Oil Co., 
supra note 83; Great Atl. & Pac. Tea Co. v. Garner, 170 S.W.2d 502 (Tex. Civ. App. 
1943). 

87 317 U.S. 341, 63 Sup. Ct. 307 (1943). 
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Liability Without an Order From a Regulatory Authority 


What has been said heretofore deals with the question of liability of an 
operator who proceeds under a directive from a regulatory body. In the 
case of a purely private water-flooding project, the matter of liability may 
be materially different. The case of Larkin-Warr Trust v. Watchorn Petro- 
leum Co.88 was an instance of an inadvertent water encroachment. Plaintiffs 
and defendants owned oil wells 200 feet apart on adjacent leases, producing 
from the same horizon. The casing in the defendants’ well collapsed, allow- 
ing water from upper strata to intrude into the oil sand, temporarily 
drowning out plaintiffs’ well, and this together with activities of defendants 
in trying to cure the situation reduced the productivity of plaintiffs’ lease. 
The jury found no negligence. The court held that, since there was no 
negligence, defendants were not liable in damages to plaintiffs. 

A strong analogy may be found in cases dealing with the flooding of 
underground mines by subterranean waters. In this connection it may be 
stated as a general proposition that the law relating to the flooding of lands 
generally will apply to the flooding of mines; ®® and where the owner of a 
mine does nothing more than permit water to flow where it naturally would 
go in the ordinary course of mining, he is not liable for damages to adjoin- 
ing mines resulting from percolation or gravitation of such water,®° especially 
where this occurs simply by reason of the removal of coal from a mine.®! 
But, if the owner of one mine conducts into the adjoining mine water which 
would otherwise not go there or causes it to go there in larger quantities 
than it would go naturally, he commits a wrong which the law will compel 
him to redress.®? “One miner may not turn or pump his water into his neigh- 
bor’s mine; but he is not liable if it goes there by seepage or gravitation, 
if induced or accelerated by no act of his.” *8 So where the owner of a 
gypsum mine negligently excavated its tunnels in the direction of a bay and 
finally broke the barrier between his mine and the bay, thus permitting 
waters from the bay to rush in and flood his mine, from whence they 


88 198 Okla. 12, 174 P.2d 589 (1946). 

8940 C.J. Mines and Minerals 1190 (1926). 

99 Spadra Creek Coal Co. v. Eureka Anthracite Coal Co., 104 Ark. 359, 148 S.W. 
644 (1912); Horner v. Watson, 79 Pa. 242 (1875); 58 C.J.S. Mines and Minerals § 275, 
at 777 (1948). 

% Rainey v. Johnson, 25 Pa. D. 594, 44 Pa. C. 97 (1915); 40 C.J. Mines and Minerals 
1190 (1926). 

92 Spadra Creek Coal Co. v. Eureka Anthracite Coal Co., supra note 90, quoting 
from BARRINGER AND ADAMS, MINEs AND MINING IN THE UNITED States 630 (1897); Kell 
v. Jansen, 53 Cal. App. 2d 498, 127 P.2d 1033 (1942); Central Ind. Coal Co. v. Goodman, 
111 Ind. App. 480, 39 N.E.2d 484 (1942); 58 C.J.S. Mines and Minerals § 275 (1948). 

%3 Spadra Creek Coal Co. v. Eureka Anthracite Coal Co., supra note 90, at 365, 148 
S.W. at 646, quoting from Snyper, Mines ano Mininc §§ 1051, 1054 (1902). 
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percolated into the plaintiff's mine, causing injuries thereto, the defendant 
was liable.®* 

Measured by the rules above stated it would appear that, in general, the 
deliberate injection of water into a producing formation by one operator 
in a private operation, with resultant damage to another owner in the same 
reservoir, would result in liability on the part of the injector. In such cases, 
the measure of damages would likely follow the rule of damages occasioned 
by surface pollution and would be based on depreciation in the value of such 
property caused thereby.® 

Where water flooding or gas injection involves unitized effort among 
the lessees in a common reservoir, complaints of improper operation in 
most cases may be expected to be limited primarily to disappointed royalty 
owners. The rule of “due care” applies in favor of royalty owners against 
lessees. This is sometimes referred to as a contractual obligation, i.e., the 
implied covenant to use due care,®* but more often as a liability ex delicto.®" 
Where a water-flooding or gas-injection project is initiated on a lease and 
carried forward on that lease alone, it would probably be unnecessary to 
secure a lessor’s consent to such project on the ground that these operations 
are legitimate production methods which a lessee, in his reasonable discre- 
tion, may adopt.®* Also, the same is true where lessees owning adjacent 
properties enter into a cooperative agreement,” if the agreement fairly pro- 
tects the respective leases from drainage. However, as a matter of precaution 
the consent of lessors is usually obtained, especially where the agreement 
contains special or unusual provisions. 


The Right or Duty To Use Modern Methods of Production 


In an ordinary oil and gas lease there is an implied covenant of diligent 


4 Duff v. United States Gypsum Co., 189 Fed. 234 (N.D. Ohio 1911); see also 
Jones v. Robertson, 116 Ill. 543, 6 N.E. 890 (1886); National Copper Co. v. Minnesota 
Mining Co., 57 Mich. 83, 23 N.W. 781 (1885). 

%5 Hall v. Galey, 126 Kan. 699, 271 Pac. 319 (1928); see Bush v. Beverly-Lincoln 
Land Co., 158 P.2d 754 (Cal. App. 1945); Town of Merkel v. Patterson, 56 S.W.2d 941 
(Tex. Civ. App. 1933), error ref’d; Nisbet v. Lofton, 211 Ky. 487, 277 S.W. 828 (1925); 
Commercial Drilling Co. v. Kennedy, 172 Okla. 475, 45 P.2d 534 (1935); Cosden Oil Co. 
v. Sides, 35 S.W.2d 815 (Tex. Civ. App. 1931). 

%6 Humphreys Oil Co. v. Tatum, 26 F.2d 882 (5th Cir. 1928). 

®7Shannon v. Shaffer Oil & Ref. Co., 51 F.2d 878 (10th Cir. 1931); Warner v. 
Shell Petroleum Corp., 132 Kan. 837, 297 Pac. 682 (1931); Texas Pac. Coal & Oil Co. v. 
Stuard, 7 S.W.2d 878 (Tex. Civ. App. 1928), error ref’d. 

98 Phillips Petroleum Co. v. Peterson, 218 F.2d 926 (10th Cir. 1954); Carter Oil Co. 
v. Dees, 340 Ill. App. 449, 92 N.E.2d 519 (4th Dist. 1950); see Eberhardt, Effect of 
Conservation Laws, Rules and Regulations on Rights of Lessors, Lessees and Owners of 
Unleased Mineral Interests, 51H INsT. on Ort & Gas Law & Tax. 125, 174 (Southwestern 
Legal Foundation, 1954). 

Under this agreement, each lease owner continues operating his own leases and 
the input wells on his property. 
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operation. The lessee not only has the right to use any efficient method of 
producing oil, but he may be required under the covenant “to employ such 
methods as are reasonably adapted to stimulate production.” 1° And the 
Supreme Court of Louisiana, in Wemple v. Producers’ Oil Co.,!°! has said 
that “there is no restriction placed on the method of operating,” and that 
“it is to be assumed that it was the intention that they [the wells] should be 
operated by the method best calculated to accomplish the purpose for which 
the contract was entered into.” And in Livingston Oil Corp. v. Waggoner,'° 
it is said: “It was incumbent upon appellant to get all the oil possible out 
of the well, and to use all legitimate means of doing so.” Hence, it may be 
assumed that the right to water flood and to inject gas, as efficient producing 
methods, exists under the terms of the usual oil and gas lease whether or not 
any specific mention thereof is made in the lease. Secondary recovery has 
been construed to be a part of “operations on a lease.” 1° 

However, where parties to the lease have in mind the use of fluid in- 
jection as a producing method at the time the lease is executed, specific pro- 
vision is usually made therefor, with the result that certain covenants and 
conditions of the lease, including the term and rental clauses, may be modi- 
fied or affected thereby. In the case of Ramsey v. Carter Oil Co.,1% the con- 
version of an oil-producing well into a gas input well was enjoined on the 
ground that such injection would drive some oil off plaintiffs’ land, and that 
the removal of the producing well would damage plaintiffs, as the well pro- 
tected their land from drainage. The court further held that the oil was a 
part of the underground land and that the removal of any oil from under 
plaintiffs’ land was an interference with their property rights, and this was 
true although plaintiffs would receive more oil from the remaining portion 
of their land by virtue of the gas injection program. 

However, in the later case of Carter Oil Co. v. Dees,’ under similar 
facts, but with better reasoning, the opposite conclusion was reached. In 
answering the argument that secondary recovery operations were not 
authorized by the lease, the court said: 


“The use of repressuring is based upon these facts of common know]- 
edge: oil in place in a structure cannot be recovered without pressure, 
which must drive the oil laterally to the well, and vertically through 
the casing. In the past, many fields have had to be abandoned because of 
exhaustion of the available pressure, even though large quantities of oil 
remained in the ground. Modern science has developed methods of re- 


100 MERRILL, COVENANTS IMPLIED IN O1L AND Gas Leases 192 (2d ed. 1940). 
101145 La. 1031, 1046, 83 So. 232, 237 (1919). (Emphasis added.) 

102 273 S.W. 903, 907 (Tex. Civ. App. 1925), error ref’d. (Emphasis added.) 
103 Utilities Prod. Corp. v. Carter Oil Co., 72 F.2d 655 (10th Cir. 1934). 


10474 F. Supp. 481 (E.D. Ill. 1947), aff'd, 172 F.2d 622 (7th Cir. 1949), cert. denied, 
337 US. 958, 69 Sup. Ct. 1535 (1949). 


105 340 Ill. App. 449, 92 N.E.2d 519 (4th Dist. 1950). 
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pressuring, one of which is the process of taking oil from a producing 
well, after it has lifted oil, then pumping the dry gas back through an 
input well to maintain the pressure and go through another cycle of 
production, thereby greatly increasing the quantity of recoverable oil. 

“The mere fact that this method of production is modern is no reason 
to prevent its use by a rule of law. It is true the contract of the parties 
does not specifically provide for this process, but neither does it specify 
any other process. The contract being silent as to methods of produc- 
tion, it must be presumed to permit any method reasonably designed to 
accomplish the purpose of the lease; the recovery of the oil and the 
payment of the royalty. The court would violate fundamental principles 
of construction to insert by implication a provision that lessee is limited 
to production of such oil as can be obtained by old fashioned means, or 
by so called ‘primary operations.’ ” 1° 


Your attention is invited to a further discussion of this subject in con- 
nection with leases or tracts located in or near a unit area whose royalty 
owners or working interest owners have not signed the unit agreement.?°7 

In-situ combustion is not yet out of the experimental stage, though 
experiments have been successful under actual horizon conditions. It follows, 
therefore, that no cases have arisen in connection with this operation. How- 
ever, it is only another secondary recovery operation, and it would seem 
that the same rules of law would apply to it as are applied to water or gas 
injection in the secondary stages of development of leases or of oil and gas 
fields. In considering liability for damages flowing from encroachment on 
neighbors’ land, it should be kept in mind that in-situ combustion is easily 
controlled by air injection. Thus, when there is encroachment negligence 
might be shown. 

In most respects the legal problems flowing from miscible displacement 
are the same as for other secondary-recovery operations. There are two 
problems, however, that seem to be peculiar to this operation and they in- 
volve the accounting for royalty and the payment of taxes. The problem 
with reference to royalty is to avoid accounting for it twice. The injected 
propane mixes with gas on the one hand and with oil on the other, and it 
thus loses its identity as such. As far as royalty is concerned, there is no 
problem where the injected propane is produced on the unit and if pro- 
vision is made for the use of unitized substances in injection operations 
without the payment of royalty. Of course, royalty is eventually paid on 
these substances, but is paid but once. A different situation arises where pro- 
pane is secured from outside the unit, and royalty has been paid thereon. 

In the case of extraneous gas, the double payment of royalty is avoided 
by a provision in the unit agreement that a specified percentage of the gas 


106 JJ, at 456, 92 N.E.2d at 522. 
107 Myers, PooLinc AND UNITIZATION c. XIV, § 14.03 (1957). 
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afterwards produced shall be considered to be the extraneous gas that has 
been injected until all has been reproduced, and that no royalty shall be 
paid on such gas. This simple arrangement could not be applied to propane 
since it loses its identity in the horizon. It is suggested that if agreed to by all 
concerned, the value in dollars of a barrel of injected propane may be trans- 
lated into cubic feet of gas of a comparable value, and in the same manner 
as above stated a specified percentage of the gas afterwards produced shall 
be considered as a substitute for the injected propane upon which no royalty 
shall be paid until the total amount of injected propane shall be thus ac- 
counted for. 

In the case of taxes the problem also arises from the fact that in the 
injection operation the propane loses its identity. The problem involves 
depletion and other aspects of income taxes and the avoidance of paying 
production or severance taxes twice. It is, of course, too early to suggest 
a solution of these tax problems though it would seem that the tax author- 
ities may be willing to solve these problems on somewhat the same basis as 
the royalty problem is solved. 

An efficient field-wide secondary recovery operation, either with gas 
or water, cannot be carried on without some drainage of oil or gas across 
property lines. To protect other property against drainage is to decrease 
efficiency in proportion to the number of tracts to be protected. In some 
cases, in the absence of unitization and orders of regulatory authorities, pro- 
tection can be substantially achieved by cooperative agreements between 
adjacent landowners. In the absence of agreements, protection can be 
partially achieved by five-spotting producing and input wells in the case 
of water flooding and the careful location of said wells in the case of gas 
injection. 

It seems clear that compulsory unitization statutes solve many of the 
legal problems inherent in field-wide unitization, for it is only through 
compulsory statutes that in most cases all interests in a field can be unitized. 
Field-wide unitization without unsigned interests, by making possible the 
most efficient pressure maintenance and secondary recovery operations, 
unquestionably prevents waste, protects correlative rights, prevents the 
drilling of unnecessary wells, increases the recovery of oil and gas, and 
generally is an economic boon to operators and royalty owners alike. These 
achievements are so spectacular that compulsory unitization by a democratic 
procedure is, in tue opinion of many, necessary and desirable.1% 

In actual practice, the words “compulsory” and “forced” are not as bad 
as they sound. For instance, under the Oklahoma law, 63 per cent in inter- 
est of lessees of record and royalty owners must consent before a plan of 
unitization can become effective, and other statutes have higher percentages. 
The number of individuals who have objected to actions taken under these 


108 See Jacobs, Unit Operation of Oil and Gas Fields, 57 Yate L. Rev. 1207 (1948). 
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compulsory statutes have been relatively few. The lessees and regulatory 
~ authorities appear anxious to obtain as far as possible unanimity of approval. 

The idea that oil and gas fields may be jointly operated has spread 
rapidly in the last fifteen years. Some companies have found this vehicle 
so useful that soon a major portion of their production will come from 
jointly operated properties. Oil companies and individuals are in the oil 
and gas business to make a profit, and it has already been established that 
on the average the cost of producing a barrel of oil under joint operations 
is lower than under 100-per-cent-owned, individual operations. 

Operating separately owned properties under the law of capture 1 
means a wasteful duplication of material and equipment. Many more wells 
are drilled than are necessary efficiently to drain the reservoir. Under the 
unitized operation of a pool as a whole, wells are drilled at those locations 
selected by engineers to produce the best results from the standpoint of the 
reservoir as a whole, and by this careful planning, the cost of many un- 
necessary wells is saved. But the greatest value of the unitized operation 
is the fact that without it the injection of gas, water, air, and other substances 
into a reservoir in an efficient field-wide pressure maintenance or secondary 
recovery operation would be practically impossible. 


109 Hardwicke, The Rule of Capture and Its Implications as Applied to Oil and 
Gas, 13 Texas L. Rev. 391 (1935); Shank, Present Status of the Law of Capture, 6TH 
Inst. on Om & Gas Law & Tax. 257 (Southwestern Legal Foundation, 1955). 
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OIL AND GAS CONSERVATION IN 
ILLINOIS 


BY HOWARD W. CAMPBELL * 


WHAT IS MEANT by “oil and gas conservation”? 

Is it achieved by the leaving of oil and gas in the ground for future 
generations to explore? Is it the hoarding of our oil resources in idleness? 
The answer in each instance is an emphatic “No.” 

Experience has shown that true conservation is the intelligent and eco- 
nomical production of this valuable resource with a minimum amount of 
waste, as well as its intelligent and economical use. These goals will best 
be accomplished by: 


(1) arate of production which will supply the current market demand 
without undue waste; 

(2) the maximum economical ultimate yield from the reservoir which 
contains oil and gas; and 

(3) the maximum protection of the correlative rights of those owning 
an interest in the reservoir. 


In other words, we are interested in non-wasteful production for use, as 
there is only one crop of oil and gas, and it is in the public interest to foster 
and promote the drilling, completion, equipping, and production of oil and 
gas wells under sound engineering practices so as to obtain the greatest 
ultimate recovery of oil and gas from each reservoir. 

A proper understanding of the practical principles of oil and gas con- 
servation must be founded upon a knowledge of the nature and behavior 
of oil reservoirs and of the manner in which operating conditions influence 
the recovery of oil. 

Today it is the consensus of opinion that an oil or gas reservoir is a 
physical unit consisting of a body of porous and permeable rock, the pores 
of which contain oil or gas under pressure, and must be controlled to bring 
about true conservation. Underground forces exist in the earth which must 
be employed to control the movement of oil in the reservoir. Underground 
energy resides not in the oil itself but in the water or gas associated with 
the oil. 

Regardless of the geology of a particular reservoir, two major condi- 
tions are necessary for the production of oil: First, the concentration of oil 
in porous and permeable rock must be high enough to permit the movement 
of oil in preference to, or at least along with, other fluids; Second, energy 
must be available to move the oil from the reservoir into the well bore. The 


* HOWARD W. CAMPBELL. A.B. 1934, LL.B. 1937, University of Illi- 
nois; Partner in the Firm of Craig & Craig, Mt. Vernon, Illinois. 
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use of energy available in this gas and water therefore determines the amount 
of oil recovered from a pool. 

There are several principal types of petroleum reservoirs. In the water 
drive formation, the pressure which forces the oil to the surface is exerted 
by water. Because water is more dense than oil, pressure comes from below. 
When pressure is released as a result of drilling a well, the water expands, 
forcing the oil into the well bore. In a field which has a good water drive, 
the rapid withdrawal of oil from one portion of the field will cause the water 
pressure to be exerted on that portion with a resultant loss to the remainder 
of the field. If oil is withdrawn too rapidly from the entire field, the water 
drive will not keep up. A uniform rate of extraction over the entire field 
is, therefore, important to obtain the benefit of this natural energy. 

In the gas cap drive formation, an area of free gas exists in the rock 
formation above the oil. The pressure exerted, therefore, is a downward 
one, which results from expanding gases as pressure is released by the drill- 
ing of the well. In a field which has a gas cap drive, the production of gas 
naturally decreases the pressure which is available to force the oil out of the 
ground. It also reduces the space occupied by the free gas and allows the 
oil to flow into the formerly dry sands, making a greater percentage of it 
totally irrecoverable because of adhesion to the rock deposits; thus, it is 
important to control the production of gas in this type of field in order to 
insure uniform exertion of downward pressures. 

In the dissolved gas drive type of formation, there is no free gas above 
the oil, but gas is dissolved in the oil as a result of pressure. A release of 
pressure causes these dissolved gases to expand and creates energy to remove 
the oil. In fields with dissolved gas drives, a uniform rate of extraction 
prolongs the productive life of the field. 

Many fields have a combination of the above factors. Therefore, it is 
of paramount importance to understand and utilize the natural pressures 
of an oil field and take into consideration the underground reservoir con- 
ditions in order to recover the greatest amount of oil by primary recovery. 


Basis oF CONSERVATION LAws 


The landmark case recognizing that a state is authorized to enact and 
enforce conservation legislation, both for the prevention of waste and for 
the protection of correlative rights of operators and owners, was handed 
down by the United States Supreme Court in 1900, and is styled Ohio Oil 
Co. v. Indiana. While we have no direct cases in Illinois involving the con- 
stitutionality of conservation legislation, the books are full of decisions from 
other oil-producing states. The constitutionality of this legislation is sup- 
ported on the theory that such laws are within the police power of a state. 
The exercise of this power is subject to certain limitations of state and 


1177 U.S. 190, 20 Sup. Ct. 576 (1900). 
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federal constitutions, and the objections most frequently urged against the 
constitutionality of conservation legislation and rules, regulations, and orders 
of administrative agencies are that they result in the taking of private prop- 
erty without due process of law and just compensation, deny equal protec- 
tion of the laws, set up indefinite standards of performance, and improperly 
delegate legislative and judicial authority to administrative bodies. Most of 
the legislative enactments have been upheld as being within the police power 
of the state. These objections are based on the rule of capture as the courts 
have applied it to oil and gas law, and the rule that the owner of the surface 
possesses everything from the center of the earth to the sky. Since oil 
and gas are fugacious in nature, however, and are liable to escape from one 
tract of land to another, they cannot be the subject of ownership in place. 
The rule of capture which evolved held that ownership of land included 
the right to reduce to possession any oil or gas that might come under the 
land without liability to persons from whose land it came. True conserva- 
tion philosophy implies that a landowner does not have an unlimited right 
to produce but must have regard to the rights of others owning land over 
the pool. The advent of conservation legislation brought about a cry of 
deprivation of due process. The landowners claimed they were being de- 
prived of a property right which they held under the rule of capture. 


History oF CONSERVATION IN ILLINOIS 


What has the State of Illinois accomplished in the field of conservation, 
and to what extent has it reached the goal established by the Interstate Oil 
Compact Commission, to which Illinois belongs? These goals are: (a) pro- 
duction and utilization of oil and gas with a minimum of waste; (b) ob- 
taining the greatest recovery possible and at the same time, protecting the 
correlative rights of owners; and (c) providing secondary recovery opera- 
tions to bring about the greatest possible economic recovery of oil for the 
owners and so that the general public will realize the greatest possible good 
from these natural resources. 

The first legislation in this state was enacted in 1905, during the flush 
production period of that era, and it consisted of a well-plugging and casing 
statute.? This prescribed the manner of plugging abandoned wells, required 
the filing of affidavits of compliance, and provided for casing off fresh water 
strata. Penalties for violations were fixed. 

This statute was amended in 1911 by making provisions relating to 
drilling of wells near coal mine openings and through coal seams.? In 1923 
another change occurred as to the manner of plugging wells and providing 
that these operations be supervised by a mine inspector.* During this era, 


2Itx. Rev. Stat. e. 93, §§ 48-52 (Hurd 1905). 
37d. §§ 48-49 (Hurd 1911). 
4 Id. §§ 87-88 (Smith-Hurd 1923). 
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waste was considered in its physical aspect and was thought of as occurring 
- only above ground, and these statutes were accordingly directed at the pre- 
vention of physical waste above ground. Little was then known about 
petroleum engineering, underground reservoir conditions, and the tre- 
mendous amount of waste that could result underground before the oil was 
brought to the surface. 

Illinois fields were developed in accordance with the practices of the 
day. Operators drilled when and wherever they pleased, with the view of 
obtaining oil as quickly as possible. This resulted in the drilling of thousands 
of unnecessary wells and great physical and economic waste. In 1910 Illinois 
operators and royalty owners sold approximately 33 million barrels of oil for 
less than 20 million dollars. In 1920 they sold 10 million barrels of oil for 
almost 40 million dollars. It is obvious that had the supply been conserved 
during the period following the flush production that the ultimate produc- 
tion and financial return would have been greater. 

The first move in the direction of conservation as it is now understood 
was made in 1935 when the Interstate Oil and Gas Compact to conserve oil 
and gas was ratified by the State of Illinois.5 This compact resulted from a 
conference of governors of oil- and gas-producing states called for the pur- 
pose of considering the advisability of a compact between the interested 
states for the purpose of bringing about the enactment and enforcement of 
statutes for the prevention of waste of oil and gas. Congress gave its con- 
sent to the compact® and has renewed the same on several occasions.’ 
Representatives of eighteen states, including Illinois, have executed this 
compact and, in so doing, have pledged to enact conservation legislation. At 
the time of joining the Compact Commission, the production from Illinois 
was from stripper wells and of little consequence, and there appeared to be 
no particularly hurry or need for any conservation legislation. Shortly 
thereafter, new discoveries came in quick succession—daily production in- 
creased from 12,000 barrels in 1935 to 30,000 barrels in 1937. Illinois jumped 
into the spotlight overnight as a leading oil-producing state. As a result of 
the newly-found riches, the need for legislation was voiced anew. William 
Bell, then President of the Illinois-Indiana Petroleum Association and Illinois 
representative on the Interstate Oil and Gas Compact Commission, spoke of 
the need for state legislation to prevent the physical waste of oil and gas. Mr. 
Bell stated that in view of the new discoveries and prospective production 
in Illinois, it was important to give prompt consideration to the enactment 
of waste prevention laws.® 


5 Id. c. 104, §§ 19-23 (Smith-Hurd 1935). 

6 49 Stat. 939 (1935). 

750 Strat. 617 (1937); 53 Srat. 1071 (1939); 55 Srat. 666 (1941); 57 Srart. 383 
(1943); 61 Srat. 316 (1947). 
8 AMERICAN Bar Ass’N, CONSERVATION OF Oi, AND Gas—A Lecat History 95 (1949). 
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As a result of the interest that was generated, Professor Walter L. Sum- 
mers was commissioned by the Illinois-Indiana Petroleum Association to 
prepare a draft of a conservation act to present to the Illinois legislature. 
A draft was prepared and circulated. Immediately, certain groups opposing 
conservation of any sort were organized in opposition to this legislation and 
attacked it as a proration act. Meetings were held throughout the basin 
during 1938 and 1939, and resolutions were adopted in many places opposing 
any legislation under the guise that it would nip in the bud the promising 
new industry that Illinois was fortunate in having and would hamper and 
curtail the growth of an expanding industry. The slogan seized upon by 
many was that there was no need for legislation until such time as state 
production attained a volume equal to the consumption requirements of the 
state. The groups opposing conservation were successful in convincing in- 
fluential segments of our society, including members of the legislature, that 
the conservation talk was really a smoke screen for proration and that these 
laws would make it impossible for small operators to continue in business 
and would result in unemployment and further depression. Considerable 
opposition was created and the chance of conservation was torpedoed. 
Nothing was accomplished by way of legislation in the 1938 special session, 
except a bill authorizing municipalities to grant permits to drill wells within 
their corporate limits. Not more than one permit per pool for each block 
could be issued. Previously, wells were drilled on each town lot. This had 
occurred in Keensburg, Patoka, and Centralia, I}linois. 

Further attempts were made for the enactment of conservation laws in 
1939, but vigorous opposition to any legislation prevented any progress. In 
March of that year, a legislative committee was created to investigate the 
oil industry and report its findings. Hearings were held in various parts of 
the state during the year. During this time the daily average production of 
oil had reached a new high of over 200,000 barrels per day, and the posted 
field price had been reduced from $1.15 to $1.05. It was estimated that 20 
per cent of the oil was sold at figures considerably below the posted price. 
Evidence at these hearings brought out the drilling of hundreds of unneces- 
sary wells with resultant wasting away of the reservoirs’ energies and de- 
creasing amounts of ultimate production. It was also found that 95 per cent 
of the gas production with the oil in the new fields was flared and that gas 
wastage in that year was equivalent in heating value to more than five million 
tons of bituminous coal. The burning of flares in some fields could be ob- 
served on certain nights as far away as fifty to seventy-five miles. Much of 
this waste could have been prevented by the enactment of statutes defining 
physical, underground, and surface waste, authorizing an administering 
agency to make rules and regulations for well spacing, and utilizing oil field 
gas by processing it for natural gas or re-directing it into formations to main- 
tain reservoir energy. Failure of the legislature to enact conservation laws 
during this 1939 session resulted in considerable criticism, and a period of 
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pessimism prevailed among the advocates of conservation. The daily pro- 
duction of oil was increasing, the price was lowered to 80-85¢ per barrel, 
and even former opponents of conservation were becoming convinced of 
the need for some legislation. The various conflicting groups still were un- 
able to agree upon a conservation measure. The governor of the state at- 
tempted to reconcile the different views, held conferences with the in- 
dustry, and sought aid from other sources in preparing a conservation statute. 
In 1940 opposition to oil conservation became involved in politics, and en- 
actment of a program of conservation agreeable to all factions was im- 
possible. By 1940 the daily production had reached its highest level of over 
half a million barrels. Leaders opposing or seeing no need for a conservation 
law in 1939 now agreed that Illinois should enact a law to forestall federal 
control. There were still many groups fearing that any type of conservation 
law would lead to proration, and the bogey man of proration was always 
raised in opposition to any conservation plan. A great number of repre- 
sentatives of the oil industry for four years had urged state regulation to 
avoid federal control. In 1941 the fear of federal control became real, par- 
ticularly in view of the failure of the Illinois legislature to create a satisfac- 
tory law of conservation, and also because of the urgent demand for pe- 
troleum products for national defense. A committee of five senators, headed 
by Senator Charles F. Carpentier, now Secretary of State, was appointed 
by Governor Green to confer with Secretarv of Interior Harold F. Ickes, 
then Petroleum Coordinator. After this conference in Washington, it was 
reported by Senator Carpentier that the federal governerment desired in- 
creased production in Illinois, not proration, and he expressed his hope that 
Illinois would cooperate with Washington and come up with a conservation 
measure that would prevent waste without proration. As a result, a bill was 
drafted and passed by the legislature in 1941.9 It became a law without 
Governor Green’s signature. The act mentioned waste, but the definition 
given was obscure and indefinite. There was no express provision prohibit- 
ing waste. The Department of Mines and Minerals—the enforcement agency 
—was given authority to make rules and regulations for the administration 
of the act. Nowhere in it was the Department given express power to act 
or to make and enforce rules and regulations to prevent waste as set out in 
the statute. 

During World War II the administration of petroleum was under the 
supervision of the federal government and little was done under the Illinois 
Conservation Act. The Illinois statute was amended in 1945,!° again in 
195111 and 1953,!2 and together with rules and regulations of the Depart- 
ment, constitutes the basis of the laws of this state concerning conservation. 


® Iii. Rev. Srat. c. 104, §§ 62-88 (1941). 
10 Jd. §§ 67, 75, 77, 87 (1945). 

11 Jd. §§ 62, 62a, 63, 67, 67a, 69a, 76, 77, 82, 82a, 83, 83a, 84, 84a, 84b, 85, 86 (1951). 
12 Id, §§ 62-67, 67a, 68, 69, 69a, 70-73, 77, 80, 82a, 83a, 84a, 84b, 87 (1953). 
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CONSERVATION IN ILLINOIS ToDAY 


The conservation program effective in the State of Illinois could be 
described by three categories of activity: (1) waste prevention, (2) well- 
spacing, and (3) secondary recovery. Let us consider these three main 
headings in more detail. 


Waste Prevention 


First, we shall consider waste. What is it? In the State of Illinois, waste 
means “physical waste” as that term is generally understood in the oil and 
gas industry, and further includes (1) locating, drilling, and producing any 
oil and gas well or wells drilled contrary to any valid order or regulation 
of the Department of Mines and Minerals; (2) permitting the migration 
of oil, gas, or water from the stratum in which it is found, into other strata, 
(3) drowning, with water, any stratum or any part thereof capable of pro- 
ducing oil or gas, except for secondary recovery purposes; (4) unreason- 
able damage to underground fresh or mineral water supply, workable coal 
seams, or other mineral deposits; (5) waste of gas by flaring and the escape 
into open air, evaporation, and seepage, provided that it is not unlawful for 
an operator or owner of any well producing both oil and gas to burn such 
gas in flares when there is no market at the well for such escaping gas; 
(6) permitting unnecessary fire hazards; and (7) permitting unnecessary 
damage to the surface, to soil, or to animal, fish, or aquatic life, or to prop- 
erty from oil or gas operations. 

Waste, as thus defined, is expressly prohibited. 

Apparently as a sop to those opposed to conservation, and particularly 
to those opposed to proration, the act has always contained a section which 
specifically states that the powers granted by the act are limited to the pre- 
vention of physical waste and that none of the powers specified should be 
construed or interpreted as authorizing the limitation of production of any 
well, lease, or pool, the control of economic waste, or the limitation of pro- 
duction to market demand. 

The waste sought to be prevented by the statute is both surface waste 
and underground waste. We have detailed provisions relative to the plug- 
ging of dry or abandoned oil and gas wells. The mining board is given 
authority to make and enforce rules and regulations governing the plugging 
of such wells. The purpose of these requirements is to prevent underground 
physical waste by the es¢ape of oil and gas from the stratum in which they 
are found, injury to the reservoir by the intrusion of water, and pollution 
of fresh water supplies by the escape of oil, gas, or salt water into other 
strata. All wells are required to be plugged under the supervision of the 
mining board after they are no longer used for the purpose for which they 
were drilled or converted. 

After a well is plugged, the owner or manager is required, as soon as 
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weather or ground conditions permit, to clear the area around the location, 
fill all excavations, remove concrete bases and machinery, and level the 
surface to leave the site as nearly as possible in the condition encountered 
when operations were commenced. When fee owners of the surface desire 
to utilize any pits dug, this may be arranged by filing appropriate papers 
with the Department of Mines and Minerals releasing the operator of his 
responsibility to fill the pits. 

Another statutory method of preventing waste is by regulating the 
casing of wells. These laws and regulations are designed to prevent infiltra- 
tion of water into the producing formation and the escape of oil and gas 
therefrom, and to prevent underground waste of such natural resources. 
Also, the requirement for the casing of wells is to prevent the pollution of 
fresh water supplies and injury to coal or other mineral deposits. 

The Illinois act also provides for rules to regulate or prohibit the use 
of vacuum.!® This is the use of pumps or other devices used for excessive 
withdrawals of oil or gas. Rule 10 of the Department !* prohibits the use 
of these devices, except that the Mining Board has authority to grant per- 
mission after notice and hearing on an application when it is proven that 
further recovery of oil could be obtained by the use of vacuum without 
danger of underground waste. Notice of any hearings on such applications 
is given to owners or managers of any wells producing from the same 
formation located within a half-mile radius of the proposed vacuum instal- 
lation. The fact that the use of a vacuum or partial vacuum would 
temporarily increase the production of oil is not the important element. The 
essential determination is whether or not the reservoir energy will be ad- 
versely affected so as to impede or prevent the ultimate recovery of some 
of the oil from the formation. 

Another type of waste is surface waste. In drilling any well, if a gas 
sand or stratum is penetrated, the hole must not be left open so as to allow 
an unavoidable escape of gas while drilling in or through such stratum or 
during temporary abandonment of the well. The board may require that 
mud-laden fluid be applied, that the gas stratum be cased off, or that any 
suitable method be adopted which would arrest the escape of gas. There is 
no prohibition against the flaring of gas from producing oil wells if there 
is no market at the well for the escaping gas. Any unnecessary loss of gas 
reduces the reservoir energy which in turn will reduce the amount of oil 
which may be ultimately recovered from the land. This practice results in 
the commission of underground waste in that respect, and in surface waste 
in that gas is allowed to escape in the open air. It is suggested that the per- 
mission to burn gas when there is no market for it at the well weakens this 
conservation feature of the Illinois law. 


13 Ipy, Rev. Stat. c. 104, § 67 (1957). 
14 TIlinois Rules and Regulations, Rule X (1951). 
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The Illinois statute does not define waste as including the inefficient or 
improper use of or dissipation of reservoir energy and makes no provision 
for the fixing of gas-oil ratios for wells producing both oil and gas. Neither 
are there provisions requiring pressure maintenance or re-pressure operations. 


Well-Spacing 


The most significant conservation legislation in this state concerns the 
spacing of wells. An operator or lessee is required to obtain a permit before 
he can drill or deepen a well. The application must contain a description of 
the land and a plat showing the location of the well to be drilled, the for- 
mation expected to be penetrated, and other information concerning the 
drilling. A bond is required to be filed to insure compliance with the con- 
servation laws and the rules and regulations of the Department of Mines and 
Minerals. The regulations also require the operator to keep records and 
make reports with respect to drilling, casing, plugging, shooting, chemical 
treatment, etc. Also, the operator shall keep at each well, while drilling, an 
accurate drilling record or log showing all formations drilled through, 
method of casing, and other detailed information. 

Spacing requirements in our statute are for the purpose of protecting 
the rights of land or mineral owners by preventing drainage between tracts, 
to prevent waste resulting from the drilling of unnecessary wells, and to 
prevent physical waste that may be incident to close drilling. Our statute 
prohibits the drilling of more than one well per each ten surface acres in 
sandstone formation or twenty surface acres in limestone formation.!** Ex- 
ceptions are permitted in that greater acreage may be allocated to an indi- 
vidual well and, in municipalities, one well per city block is permitted. 
Other exceptions are: (1) where topographical conditions of the unit 


148 Section 21.1 of the Oil and Gas Act was amended on July 23, 1959 to change 
the law with regard to the power of the Mining Board to regulate the spacing of wells 
and establish drilling units. The statute formerly gave the board a general power to 
regulate spacing and establish drilling units with the restriction that such power should 
not be used to require the allocation of more than 20 acres to each well in a limestone 
formation or 10 acres in a sandstone formation. There was a further restriction that the 
board could not establish drilling patterns except with respect to the nearest external 
boundaries of each drilling unit. 

The new section extends the authority of the board somewhat with respect to 
establishing drilling units and promulgating spacing regulations. The board may now 
establish drilling units for an entire pool upon the application of any interested person. 
In pools the top of which are more than 4,000 feet below the surface, the board may 
establish drilling patterns by specifying the location of the well within each drilling 
unit. The board is still not allowed to fix spacing patterns in pools the tops of which 
are less than 4,000 feet deep. 

The acreage allotment provisions of the old act which distinguished between 
limestone and sandstone formations have been replaced by a distinction between lime- 
stone formations in a pool the top of which is less than 4,000 feet deep and sandstone 
formations in a pool the top of which is less than 4,000 feet deep. In pools the top of 
which is more than 4,000 feet deep there is apparently no restriction on the power of 
the mining board to establish acreage allotments. 
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render it impractical without unreasonable expense to drill a well at a lo- 
cation in conformity with the spacing rules; (2) where the United States 
government has not made an official survey and drilling units may be estab- 
lished to approximate the ten-acre per sandstone horizon and twenty-acre 
per limestone horizon; (3) in cases of irregular sections, containing more 
or less than 640 acres, units other than quarter-quarter-quarter sections in 
sandstone horizons and half-quarter-quarter sections in limestone horizons 
may be formed so as to allow approximate units of ten acres in sandstone and 
twenty acres in limestone in order to absorb the entire acreage; (4) in 
order that a proposed well may be located over an existing or proposed pillar 
of a mine property where coal has been mined or is in the process of being 
mined, the spacing requirements may be waived when the well to be drilled 
or deepened for oil or gas will penetrate an active mine or the mined out area 
or the undeveloped limits of the mine; (5) gas, air, water or other liquid 
input wells, salt water disposal wells, and structure tests are exempt from 
any spacing requirement. Also, producing wells lying within a secondary 
recovery unit are exempt. 

The theory upon which drilling units are determined is that one well 
drilled in the center of such unit will produce all of the recoverable oil by 
natural means without excessive waste and without uncompensated drainage 
between the units. This theory, of course, is without regard to the owner- 
ship of the tracts in the unit, and in many instances the lands embraced 
within such units are separately owned. The owners of the separate tracts 
may, of course, enter into voluntary agreements integrating their interests 
to develop the lands as a unit. However, in some instances voluntary agree- 
ments cannot be obtained and provision must be made to afford the owners 
the opportunity to produce oil from their land. For years it was considered 
doubtful whether a statute or an order requiring the pooling of separately 
owned tracts within a spacing unit would be constitutional. This was taken 
care of by granting exceptions. Now it is felt that these practices are proper, 
and oil and gas conservation statutes of most all the oil-producing states 
authorize the agency to require the pooling of tracts within a drilling unit. 
This authority to regulate spacing has been held to be a valid exercise of the 
police powers to prevent waste and to protect the correlative rights of 
owners in a common source of supply.?® 


18 States having such statutory provisions are Alabama, Alaska, Arizona, Arkansas, 
Colorado, Florida, Georgia, Illinois, Indiana, Louisiana, Maryland, Michigan, Mississippi, 
Montana, Nevada, New Mexico, North Carolina, North Dakota, Oklahoma, Utah, 
Washington, and Wyoming. 1 Summers, O1r anv Gas 83 (1927, Supp. 1958). 

16 Marblehead Land Co. v. City of Los Angeles, 47 F.2d 528 (9th Cir. 1931), 
cert. denied, 284 U.S. 634, 52 Sup. Ct. 18; Marrs v. City of Oxford, 32 F.2d 134 (8th 
Cir. 1929), cert. denied, 280 U.S. 573, 50 Sup. Ct. 29; Oxford Oil Co. v. Atlantic Oil & 
Producing Co., 16 F.2d 639 (N.D. Tex. 1926), aff'd, 22 F.2d 597 (Sth Cir. 1927), cert. 
denied, 277 U.S. 585, 48 Sup. Ct. 433 (1928); Tysco v. Railroad Comm'n, 12 F. Supp. 
195, 202 (S.D. Tex. 1935); Hunter Co. v. McHugh, 202 La. 97, 11 So. 2d 495 (1942), 
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When owners fail to agree to pool their interests, the agency for the 
prevention of waste may require them to do so in Illinois. Orders requiring 
the pooling or integration of separate tracts within a drilling unit shall be 
issued only after notice and hearing and upon such terms and conditions as 
will afford to each owner the opportunity to recover his just and equitable 
share of the oil and gas in the pool without unnecessary expense. 

The Illinois Conservation Act provides that voluntary agreements to 
pool separate tracts within a drilling unit, when approved by the agency, 
are not in violation of state antitrust laws.17 


Secondary Recovery 


A good conservation program involves secondary recovery. This is the 
production that is obtained by the injection of gas, air, water, or other sub- 
stance into the reservoir for the maintenance, increase, or renewal of the 
reservoir pressure. Usually this follows the depletion of oil fields and com- 
mences when production by ordinary means is no longer profitable. The 
common method used in this state is waterflooding. This is the injection 
of water through regularly spotted input wells into an oil producing for- 
mation for the purpose of washing the sand and carrying the oil before 
it into the bore of the producing well. It seeks to recover oil that other- 
wise would remain in the formations. A great percentage of oil now pro- 
duced in this state is the result of secondary recovery methods. Single 
leases are used as a basis of operation in many cases, but to obtain the most 
effective use it is advisable to deal with the reservoir as a unit. Legal 
difficulties are encountered here. The Illinois statute authorizes voluntary 
agreements for pressure-maintenance and secondary-recovery operations 
with the approval and under the regulations of the Mining Board.1® The 
statute provides that such agreements do not violate any of the statutes of 
Illinois relating to trusts, monopolies, or contracts and combinations in 
restraint of trade.!® Illinois does not authorize compulsory unitization of all 
or a portion of a pool for the purpose of secondary recovery. Compulsion 
in this state is limited to separate tracts in a unit required to form a spacing 
or drilling unit; therefore, this important phase of conservation is mainly 
dependent upon voluntary agreements and cooperation. 

Where forced unitization of separately owned tracts in a pool or part 
thereof is required, the constitutionality of statutes has been questioned. 
These statutes have been upheld.” 


appeal dismissed, 320 U.S. 222, 64 Sup. Cr. 19 (1943); Croxton v. Pate, 186 Okla. 249, 
97 P.2d 11 (1939); Patterson v. Stanolind Oil & Gas Co., 182 Okla. 155, 77 P.2d 83 
(1938), appeal dismissed, 305 U.S. 376, 59 Sup. Cr. 259 (1939). 

17Tii. Rev. Stat. c. 104, § 84b(b) (1957). 

18 Jd. § 84b. 


19 7d. § 84b(b). 
20 Crichton v. Lee, 209 La. 561, 25 So. 2d 229 (1946); Spiers v. Magnolia Petroleum 
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Despite the increased productivity that results from secondary recovery, 
- not all lessors are willing that their lessees utilize it. Two recent Illinois 
cases involve the legal power of an operator to engage in unit production 
unilaterally. The first is Ramsey v. Carter Oil Co.*1 This is a federal case 
which arose in Illinois and involved an attempt by the Carter Oil Company 
to repressure its lease for oil by converting a similar producing offset well 
into a gas input well. An injunction suit was filed by the lessor. It was 
established that the effect of the operation would be to increase the produc- 
tion of oil from the other wells on the lease but that the injected gas would 
drive oil from approximately five acres of the lessor’s land to adjacent prop- 
erty. The Carter Oil Company contended that its future proposed over-all 
plan to convert other oil wells on adjacent land to gas input wells would 
drive oil to the lessor’s land in a quantity equal to that driven from it. This 
contention was rejected by the court as problematical, citing that this would 
result in a violation of the adjacent owner’s right. The court enjoined the 
repressuring operation and said that it constituted a breach of the defendant- 
lessee’s implied duty to prevent drainage and his implied duty not to drive 
plaintiff-lessor’s oil from his land, which the defendant was only privileged 
to produce for its own and the plaintiff’s benefit. The court found, however, 
that a reasonably prudent operator was bound to produce oil by approved 
methods and had the implied right to adopt repressuring systems for sec- 
ondary recovery of oil. 

In 1950, in a later Illinois case tried in the state courts, Carter Oil Co. v. 
Dees,?? the lessee brought an action for a declaratory judgment to determine 
its rights against the lessor under a proposed repressuring operation similar 
to the one in the Ramsey case. In the Dees case, the parties entered into a 
stipulation to the effect that an input well on adjacent land operated by the 
plaintiff would drive as much oil to the defendant’s land as the input well 
on the defendant’s land would drive from it. On the basis of the agreement, 
the court heid that the proposed repressuring plan was not violative of the 
plaintiff’s implied duty to protect the land from drainage and constituted a 
prudent operation of the lease for the benefit of both parties. The court 
said: 


“The use of repressuring is based upon these facts of common knowl- 
edge: oil in place in a structure cannot be recovered without pressure, 
which must drive the oil laterally to the well and vertically through the 
casing. In the past, many fields have had to be abandoned because 
of exhaustion of the available pressure, even though large quantities of 
oil remained in the ground. Modern science has developed methods of 


Co., 206 Okla. 503, 244 P.2d 843 (1951); Palmer Oil Corp. v. Phillips Petroleum Co., 
204 Okla. 543, 231 P.2d 997 (1951), appeal dismissed, 343 U.S. 390, 72 Sup. Cr. 842 (1952). 


2174 F. Supp. 481 (E.D. Ill. 1947), aff'd, 172 F.2d 622 (7th Cir. 1949). 
22 340 Ill. App. 449, 92 N.E.2d 519 (4th Dist. 1950). 
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repressuring, one of which is the process of taking gas from a producing 
well, after it has lifted oil, then pumping the dry gas back through an 
input well to maintain the pressure and go through another cycle of 
production, thereby greatly increasing the quantity of recoverable oil. 

“The mere fact that this method of production is modern is no 
reason to prevent its use by a rule of law. It is true the contract of the 
parties does not specifically provide for this process, but neither does 
it specify any other process. The contract being silent as to methods 
of production, it must be presumed to permit any method reasonably 
designed to accomplish the purpose of the lease; the recovery of the oil 
and the payment of the royalty. The court would violate fundamental 
principles of construction to insert by implication a provision that 
lessee is limited to production of such oil as can be obtained by old- 
fashioned means, or by so-called ‘primary operations.’ ” 2% 


At first blush, the decisions in the Ramsey and Dees cases seem to be 
contradictory. When you consider the factual situation, the contradiction 
is not so obvious. As a matter of fact, the cases point up the right of the 
lessee to participate in what Professor Merrill calls “unilateral institution of 
unitized operations as a means of engaging in secondary recovery.” ** In the 
Dees case there was what we might call compensatory drainage. In the 
Ramsey case there was no compensation for the oil that might be driven 
from beneath plaintiff’s land by the gas injection into the input well. It is 
true that the lessee, the Carter Oil Company, had argued that the con- 
templated input wells to be drilled on adjoining leases would ultimately 
compensate Ramsey. The trial court, however, said that this was con- 
jectural, it was all in the future, and considered the results as problematical. 
True, the court of appeals decision was inclined to stand on the strict right 
of the lessor to have his oil remain intact rather than on the uncertainty or 
conjectural nature of the showing that he would be compensated by oil 
forced onto his land. It certainly can be said that the Dees case affirms, as 
the trial court’s opinion in the Ramsey case recognizes, that secondary re- 
covery methods constitute a form of diligent and proper operation which 
it is the privilege of the lessee to adopt. 

After the decision in the Dees case, the statute of Illinois was amended 25 
wherein it was declared to be the law of the State of Illinois that a grant in 
an oil and gas lease to explore for and remove oil and gas from land in 
Illinois, in the absence of an express provision to the contrary, included the 
use of practices and methods employed by the oil and gas industry, including 
the injection of air, gas, water, and other fluids into the productive forma- 
tions or strata, and cycling and recycling of gas when done under the 


28 Jd. at 456, 92 N.E.2d at 522. 
% Merrill, Implied Covenants and Secondary Recovery, 4 Oxta. L. Rev. 177 (1951). 
25 Tut. Rev. Stat. c. 104, § 84a (1951). 
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authority of and under the rules, regulations, and orders of the Department 
of Mines and Minerals of the State of Illinois. 

In spite of the Dees decision and the policy of the state, lessees are under 
limitation and restraint when royalty owners refuse to agree to unitization. 
Forced unitization is not the most desirable method, and many abhor this 
solution. Receiver statutes are not too efficient. So long as one-half of our 
total production comes from secondary recovery methods and exhausted 
and depleted oil fields are revived, a great majority of owners will continue 
to join voluntarily in the use of secondary recovery methods. 

The oil industry itself, without the aid of legislation, has done much to 
conserve our natural resources. This is evidenced by many voluntary spacing 
programs, as well as the many cooperative water-flooding programs in 
existence. In fact, before any spacing regulations were enacted, several oil 
fields were developed in this state under well-spacing patterns under which 
wells were uniformly and regularly spaced. The responsible part of the in- 
dustry has always realized the business value of good conservation practices 
and has attempted to develop the resources accordingly. Over-production 
with attendant demoralizing effects on prices has to some extent been pre- 
vented from becoming a serious problem by pipeline proration. When an 
excessive amount of oil is dumped on the market with no particular demand, 
the pipeline companies restrict the amount of oil they will take from wells, 
thus bringing about more or less of a proration of production and stabiliza- 
tion of the supply until demand can catch up with the needs. This has 
occurred on several occasions but in each instance was of short duration. 

Laws that we now have will no doubt change as the years pass and as 
new technological improvements and scientific engineering discoveries are 
made. In my judgment, in the not too distant future, the continued develop- 
ment of atomic energy will result in methods of extracting yet more oil 
from the reserves than we are now able to bring to the surface. This will 
undoubtedly lead to more and different conservation measures, suited to the 
technology and needs of the times. 








IMPLIED COVENANTS IN OIL AND 
GAS LEASES 


BY MAURICE H. MERRILL * 


WHAT ARE THESE IMPLIED COVENANTS about which oil and gas 
lawyers talk so much? They constitute certain obligations in respect to 
development and operation which the courts have imposed! upon the pro- 
prietors of working interests? in favor of the owners of other interests 
whose income is dependent upon the production from the premises involved. 
They first appeared in respect to agreements for the working of solid 
minerals in which compensation to the grantor was placed on a share basis ® 
and they continue to be enforced in respect to such ventures.* Doctrinally, 


* MAURICE H. MERRILL. B.A. 1919, LL.B. 1922, University of Okla- 
homa; S.J.D. 1925, Harvard University; Author of Covenants Implied 
in Oil and Gas Leases; Research Professor of Law, University of 
Oklahoma. 


1] am aware that some authority may be cited for the proposition that the parties 
in fact intend that these obligations shall follow upon their acts, so that the courts 
merely are effectuating their contractual stipulations. See Walker, The Nature of the 
Property Interests Created by an Oil and Gas Lease in Texas, 11 Texas L. Rev. 399, 
404 (1933). On the other hand, it seems quite clear that the parties, in conducting the 
exceedingly limited negotiations which precede the execution of most leases, can have 
no intent concerning the detailed duties which the judicial decisions enforce under 
the implied covenant doctrine. The foundation cases speak of a contemplation that the 
property “be worked to some extent and not lie idle and unproductive,” Watson v. 
O’Hern, 6 Watts 362, 368 (Pa. 1837), of “an obligation to improve . . . in a reasonable 
manner,” Brainerd v. Arnold, 27 Conn. 617, 627 (1858), of the implied covenants de- 
pending “for their existence on the intendment and implication of the law” and being 
“such as the law raises,’ Conrad v. Morehead, 89 N.C. 31, 34 (1883), or “implies,” 
Koch’s and Balliet’s Appeal, 93 Pa. 434, 442 (1880), because of what “reason and 
authority both declare,” Price v. Nicholas, 19 Fed. Cas. 1320 (No. 11415) (W.D. Va. 
1878). See also the words of President Grier, later Mr. Justice Grier of the Supreme 
Court of the United States, that “the courts . . . will not permit the defendant to trifle 
with his contract, and escape doing what is just and equitable. .. .”. Watson v. O’Hern, 
supra at 366. This is not the language of deduction of fact. It is the voice of judicial 
imposition. For general discussion of the problem upon principle and authority, see 
Merritt, CovENANTS IMPLIED IN Olt AND Gas Leases § 220 (2d ed. 1940, Supp. 1957). 

2For a definition of “working interest,” see WiLLIAMs AND Meyers, Ort AND Gas 
Terms 281 (1958). 

3 Price v. Nicholas, supra note 1 (coal); Brainerd v. Arnold, supra note 1 (stone 
quarry); Leavers v. Cleary, 75 Ill. 349 (1874) (coal, et al.); Conrad v. Morehead, 
supra note 1 (gold, silver, and other minerals); Maxwell v. Todd, 112 N.C. 677, 16 
S.E. 926 (1893) (gold, silver, and other minerals); Watson v. O’Hern, supra note 1 
(stone quarry); Koch’s and Balliet’s Appeal, supra note 1 (iron); Guth’s Appeal, 5 Atl. 
728 (Pa. 1886) (iron); Petroleum Co. v. Coal, Coke & Mfg. Co., 89 Tenn. 381, 18 S.W. 
65 (1890) (coal); Cowan v. Radford Iron Co., 83 Va. 547, 3 S.E. 120 (1887) (iron); 
Rorer Iron Co. v. Trout, 83 Va. 397, 2 S.E. 713 (1887) (iron). 

*For citations, see MERRILL, CovENANTS IMPLIED IN O1L AND Gas Leases § 218 (2d 
ed. 1940, Supp. 1957). 
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they seem to rest upon a broader principle which American courts tend to 
apply to situations in which two parties are associated in a venture on terms 
which subject the return to one to the diligence, skill, and faithfulness with 
which the other labors.5 But since four years before the end of the last 
century, when first an implied covenant was enforced against an oil and 
gas lessee,® the great majority of the cases by which these obligations have 
been defined, expanded, and enforced have involved oil and gas operations. 
Because of this, it is easy to think erroneously of the law of the implied 
covenants as a peculiar phenomenon limited to the oil and gas industry.” 

I have spoken of the implied covenant obligation as resting upon the 
proprietor of a working interest in favor of non-working interests. The 
typical situation, of course, is that in which land is leased for oil and gas 
purposes, with a royalty in favor of the lessor. But there may be other 
situations in which the same factors which have led the courts to impose 
the implied covenant obligations upon lessees are operative as between work- 
ing and non-working interests. Examples include a lease assignment with 
the retention of an overriding royalty,’ or of an oil payment; ® overriding 
royalties created in various ways; ?° and the position of an operator of a lease, 
whether under voluntary contract’! or under a scheme of compulsory 
unitization.12 How far these same principles apply to grants and reservations 
of land or of mineral interests therein probably depends on whether or not 
exploitation of the natural resources by the person vested with the mineral 
interest was in the contemplation of the parties to the transaction.’* How- 
ever, even in respect to non-participating royalty interests,!* the holder of 
the executive right > may be under obligations to exercise that right under 
implied covenant principles.'® We cannot here pursue all these ramifications. 
It is sufficient to suggest to the oil and gas lawyer that he should be con- 


5 For citations, see id. § 218. 

6 Kleppner v. Lemmon, 176 Pa. 502, 35 Atl. 109 (1896). 

7™ Cf. Brown, Ort ano Gas Leases 270 (1958). 

8 See MERRILL, COVENANTS IMPLIED IN Ott AND Gas Leases § 188 (2d ed. 1940, Supp. 
1957). 

91d. § 186. 

107d. § 191. 

11 Jd. § 191F. 

12 Young v. West Edmond Hunton Lime Unit, 275 P.2d 304 (Okla. 1954). 

13 An excellent discussion of the problem will be found in the opinion of Murrah, 
Cir. J., in Davis v. Mann, 234 F.2d 553 (10th Cir. 1956). 

14For a definition of “non-participating royalty,” see WiLLIAMs AND Meyers, OIL 
AND Gas TERMS 157 (1957). 

15For a definition of “executive right,” see WILLIAMS AND Meyers, Oi aNnp Gas 
Terms 88, 89 (1957). 

16 A penetrating analysis occurs in Jones, Non-Participating Royalty, 26 Texas L. 
Rev. 569 (1948). See also MERRILL, CovENANTS IMPLIED IN Ott aNp Gas Leases § 191C 
(Supp. 1957). 
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stantly on the outlook for the possibility that the implied covenant obliga- 
tions may have application to the particular problem which he is consider- 
ing, if there is involved any aspect of exploitation by which the interests of 
persons other than the operator may be affected. 

The implied covenant duties arise, it is said commonly, only if the 
parties have not contracted expressly with respect to the situation.!7 But 
this expression must be considered thoughtfully. A more careful statement 
is that of Judge Poffenbarger of West Virginia: “An implication cannot 
stand against an express agreement. In so far as it is inconsistent with the 
terms of the agreement, it must yield.” 18 Hence, it is necessary to scan the 
stipulation carefully before we conclude that it excludes completely 
the implied covenant.!® Some express provisions, indeed, merely reiterate 
the implied obligations.2° And sweeping attempts to exclude by contract 
all implied covenant obligations are construed strictly against this result.?* 
They should be enforced only 2? if clearly they are the product of truly 
contractual bargaining.2? In any event, they merely substitute the require- 
ment of good faith in carrying on the work for the normal standard of the 
reasonably prudent operator.*4 

Those who have written concerning the implied covenants differ 
somewhat in the number which they recognize and in the names by which 
the covenants are to be called. To me, the most satisfactory classification 
enumerates four covenants: (1) exploration; (2) further development; *° 
(3) diligent operation, including marketing; # and (4) protection against 
drainage.?7 

17“When a lease provides how and when search for oil and gas shall be made, 
there is no room for implications.” Mills v. Hartz, 77 Kan. 218, 223, 74 Pac. 142, 144 
(1908). 

18 Carper v. United Fuel Gas Co., 78 W. Va. 433, 438, 89 S.E. 12, 14 (1916). 

19For a full discussion of various provisions which may restrict the implied cove- 
nants, see Merrill, Lease Clauses Affecting Implied Covenants, 2p Inst. on Om & Gas 
Law & Tax. 141 (Southwestern Legal Foundation, 1951). 

20 See MERRILL, CovENANTS IMPLIED IN O1L AND Gas Leases § 5 (2d ed. 1940). 

21 See id. § 200. Especially note Lamczyk v. Allen, 8 Ill. 2d 547, 134 N.E.2d 753 
(1956) (provision allowing suspension or discontinuance of operations when oil falls 
below certain price held not to extend lease beyond fixed term when oil never had 
been marketed); Melancon v. Texas Co., 230 La. 593, 89 So. 2d 135 (1956). 

22 Millette v. Phillips Petr. Co., 209 Miss. 687, 48 So. 2d 344 (1950). 

23 See MERRILL, COVENANTS IMPLIED IN O1L AND Gas Leases § 202 (2d ed. 1940). 

24 See id. § 435. 

25See Meyers, The Implied Covenant of Further Exploration, 34 Texas L. Rev. 
553 (1956), for the stimulating suggestion that some of the cases usually classed as 
involving development may better be explained through the concept of exploration. 

26 See Brown, Or ano Gas Leases 310 (1958), for the view that the duty of 
marketing or otherwise utilizing the product should be treated as a separate covenant. 

27 See Seed, The Implied Covenant in Oil and Gas Leases To Refrain From Deple- 
tory Acts, 3 U.C.L.A.L. Rev. 508 (1956), for the view that this should be regarded 
as a separate covenant, invocable when the lessee drains oil from the leased premises 
through wells on nearby land. 
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THE CovENANT FOR EXPLORATION 


This covenant requires that, in the absence of an express provision for 
the drilling of exploratory wells, the lessee, within a reasonable time, shall 
undertake the work of exploration and pursue it with reasonable diligence.”® 
In the early days of the industry, the covenant had considerable significance. 
Leases generally were for a fixed term, often extending over many years. 
If the lessee could cling to the lease without any action whatever, the result 
would deprive the lessor of “the only real benefit that would accrue to 
him from the execution of the lease.” 2® As was remarked in one of the 
earlier cases, it “would be a fraud to insist upon the retention of this privilege 
for an indefinite time.” ®° 

Today, one finds but few decisions in which this covenant is decisive. 
The modern forms of lease provide for a fixed term, of relatively short 
duration, within which delay in drilling is compensated, theoretically at least, 
by payments to the lessor, and continuance beyond that fixed term is made 
dependent upon the achievement and maintenance of production, usually 
in paying quantities.31 The clause which requires drilling within a certain 
time or the payment of delay rental in lieu thereof constitutes, according 
to the weight of authority, an express covenant concerning terms and con- 
ditions of exploration, rendering irrelevant the contention for applying 
the implications made by law; although in a few states, the impatient lessor 
is allowed to spurn the proffered payment for delay, and to demand that 
the exploratory drill be put in action.’? This general course of decision 
has evoked legislative repudiation ** or modification ** in the states whose 
judges have been most hospitable to it. 

At times, an instrument drawn in the earlier days is brought to court. 
On such occasions, judicial unfamiliarity with the implied covenant for 
exploration may result in a grotesque decision. So late as 1949, it was pos- 
sible for a Texas judge to be persuaded that there was no implied covenant 
to drill a well in “wildcat” territory, even under a lease extending for a term 
of ninety-nine years with no drilling or delay rental provisions.*® Some 


28 See MERRILL, COVENANTS IMPLIED IN Olt AND Gas Leases §§ 15, 17, 19, 20 (2d ed. 
1940). 

29 See Mansfield Gas Co. v. Alexander, 97 Ark. 167, 170, 133 S.W. 837, 838 (1911). 

3° Price v. Nicholas, 19 Fed. Cas. 1320 (No. 11415) (W.D. Va. 1878) (Rives, J.). 

31See Brown, Or anp Gas Leases 60-85 (1958); 2 Summers, Oi anv Gas $$ 
292-307 (perm. ed. 1938), for discussions of the form and interpretation of the term 
clauses under modern leases. 

32 See MERRILL, COVENANTS IMPLIED IN Ort aNp Gas Leases §§ 22-35 (2d ed. 1940, 
Supp. 1957). 

33 Ky. Strat. § 3766b-2c (Carroll 1930), omitted from the latest compilation, ap- 
parently on the theory that other enactments have done its work. Cf. Ky. Rev. Stat. 
§§ 353.020, .030 (1956). 

34 Inp. Rev. Stat. ANN. §§ 3-1633, -1635 (Burns’ 1946). 

85 Gay v. Grinnan, 218 S.W.2d 1021 (Tex. Civ. App. 1941). 
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judges gain relief from wrestling with the unfamiliar by strained construc- 
tion of language in the lease so as to exclude the operation of the implied 
covenants. Such effect was given to a lease of coal and “other minerals” 
to endure “until such time as all the coal in the lands which the lessee may 
desire to mine shall have been exhausted,” coupled with a provision that the 
lessee might “dig, mine or remove said coal and other minerals or mineral 
substances or any part thereof, at such time and in such manner as [lessee] 
shall elect.” This instrument provided for no delay rental or drilling period 
in respect to oil or gas, and the coal royalties from the tract aggregated 
much less than one thousand dollars per year over the more than a third of 
a century that the lease had been in effect. Yet the court held that the 
last quoted provision excluded the implication of a covenant to explore for 
oil or gas.3> To wrest this language so seems an unjustifiable manufacture 
of contractual intent out of air no thicker than the residual atmosphere that 
scientists tell us possibly may still cling to the moon. One wonders whether 
the learned judges would also tell us that the same clause left the lessee free 
to mismanage the working of the mine. Still another misapplication of 
language is the Oklahoma decision that “cash lease cash paid in advance,” 
coupled with a blank in the drilling clause and “no” in the statement of the 
amount of delay rental, excluded all implication of exploratory duties 
under a lease for the primary term of forty years.87 Had the court never 
heard of a cash bonus for a lease? At the most, the phrasing was so am- 
biguous as to call for explanatory evidence. 

These decisions teach that the bar should not forget the implied cove- 
nant for exploration, and that especial care should be taken with the educa- 
tion of judges in those rare cases in which, under modern conditions, the 
covenant is applicable. 

There is one situation which may bring the covenant into play, even 
with a lease that is modern in form. Suppose that a lease is executed em- 
bracing several widely scattered tracts. If production is obtained from but 
one tract, upon which all the wells undertaken by the lessee are drilled, may 
he hold the remaining tracts by this production without exploring the other 
land? The great majority of the cases hold that he cannot do so in the 
absence of circumstances or provisions clearly showing an intent by the 
parties to unitize the several tracts.3° This seems entirely sound, since it is 
unlikely that a lessor would intend to have the search for mineral wealth 
confined to one portion of his far-flung domain. Yet in this situation, also, 
a late case 3° displays an inability to recognize the existence of an ex- 


36 Adkins v. Adams, 152 F.2d 489 (7th Cir. 1945), affirming 54 F. Supp. 944 (E.D. 
Ill. 1944). 

37 State ex rel. Comm’rs of the Land Office v. Couch, 298 P.2d 452 (Okla. 1956). 

38 See MERRILL, COVENANTS IMPLIED IN Olt AND Gas Leases §§ 19, 20 (2d ed. 1940, 
Supp. 1957). 
89 Clayton v. Atlantic Ref. Co., 150 F. Supp. 9 (D.N.M. 1957). 
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ploratory duty. The report of this decision indicates that counsel were not 
remiss in attempting the education of the judiciary. His honor simply would 
not be convinced that the established course of decision was good law. 


THE COVENANT FOR FuRTHER DEVELOPMENT 


Your “hope hole” is drilled and proves drier at the bottom than at the 
top. Naturally, you want the lessee to hunt some more. He, understand- 
ably, may be more inclined to cry quits for a while, holding on to the lease 
in the hope that other explorers will have better luck nearby. Under the 
old style leases, the courts held that there was an implied covenant to drill 
further within a reasonable time.*® After the vogue for delay rentals came 
in, the answer depended on whether the completion of the dry hole did or 
did not absolve payment of rental for delay, a point upon which the courts 
took variant positions.*! The tendency today is to include in standard forms 
a provision for the resumption of delay rentals, or for the continuance of 
exploratory activity, after the completion of a dry test.*? This clause re- 
places the implied covenant obligation, though it often affords occasion 
for litigation concerning its meaning and effect.** 

Let us suppose, on the other hand, that the Goddess Fortuna grants 
your lessee production in his test on your land. Are you satisfied with that 
one well? If you are a normal landowner, probably you want as many more 
as can be drilled. The lessee, for many reasons, may be less enthusiastic 
about continued drilling on this particular farm. In such a case, the judicial 
position is that there is “an implied obligation to develop the demised prem- 
ises so long as the enterprise [can] be carried on at a profit.” #* Moreover, 
this obligation applies if existing wells for some reason cease production.*® 
It also requires that the lessee undertake to secure production from lower 
strata, if available data indicate a reasonable likelihood that they may yield 
oil or gas with profit.46 Under some circumstances, it may be that the search 
should be made without the prospect of probable profit. This is a matter 
to which we shall recur later. 


40 See MERRILL, CovENANTsS IMPLIED IN O1t AND Gas Leases §§ 50, 51 (2d ed. 1940, 
Supp. 1957). 

41 See id. §§ 52-55 (2d ed. 1940). As to the effect of a clause expressly providing 
that the completion of a well liquidates the delay rental provision, see id. § 56. 

42 See id. § 56A (Supp. 1957). 

43 See Brown, Oi anv Gas Leases c. IX (1958). 

44 Daughetee v. Ohio Oil Co., 263 Ill. 578, 523, 105 N.E. 308, 310 (1914). For cases 
illustrative of this proposition, see Merritt, CovENANTs IN O1L aNp Gas Leases §§ 57-65 
(2d ed. 1940, Supp. 1957). 

45 See MERRILL, CovENANTS IMPLIED IN O1L AND Gas Leases §§ 66-68 (2d ed. 1940, 
Supp. 1957). 

4 See id. § 69. 
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THE CoVENANT FOR OPERATION AND MARKETING 


Discovery and development do not do the lessor much good unless the 
product is brought to the surface and thereafter is brought to market. While 
leases frequently phrase royalty obligations in terms of the delivery of a 
share of the proceeds to the lessor or to his credit in the pipe line, the 
lessor normally is neither able nor desirous of doing his own marketing. 
The established custom is that the lessee shall do this for him. Accordingly, 
the courts hold that the lessee is under a duty to use reasonable diligence to 
operate the lease and to market the product for the common benefit of the 
lessor and the lessee.*? 

In some ways, this covenant to operate the premises and to market the 
product is the broadest in extent of all the implied obligations. Within its 
scope are to be found the duty of completing,*® properly *® and within a 
reasonable time,®° wells which show a decent prospect of becoming profit- 
ably productive.®! Search should extend to the sands likely to be petrolifer- 
ous,®? and appropriate methods ®* should be employed to stimulate produc- 
tion.» The methods used to procure the product must be efficient.55 A 
profitable well ought not to be abandoned.5® While operation of a non- 
paying well need not be continued,5? there have been decisions that the 
lessor first should be given an opportunity to test the well and to assume 


47 Daughetee v. Ohio Oil Co., supra note 44. For other cases, see Merritt, Cove- 
NANTS IMPLIED IN Oi AND Gas Leases §§ 72-74 (2d ed. 1940, Supp. 1957). 

48 The principle is well stated in Warfield Nat. Gas. Co. v. Allen, 248 Ky. 646, 59 
S.W.2d 534 (1933). Cf. Pine v. Webster, 118 Okla. 12, 246 Pac. 429 (1926). 

49 Indiana Oil Gas & Dev. Co. v. McCrory, 42 Okla. 136, 140 Pac. 610 (1914). The 
burden is on the lessor to show that the method employed was improper. Ohio Oil Co. 
v. Reichert, 343 Ill. 560, 175 N.E. 790 (1931). 

50 Slater v. Boyd, 120 Cal. 457, 8 P.2d 182 (1932). 

51 Empire Oil & Ref. Co. v. Hoyt, 112 F.2d 356 (6th Cir. 1940). Contra, if the well 
fails to offer such promise, Ohio Oil Co. v. Reichert, supra note 49. 

52 Donaldson v. Josey Oil Co., 106 Okla. 11, 232 Pac. 821 (1925). “It has been held 
that a completed well is one drilled to the formation in which oil in that district is 
usually and commonly found, whether it is found in that hole or not.” Ohio Oil Co. 
v. Reichert, supra note 49, at 576, 175 N.E. at 793. 

53Qn the need of a showing that the methods contended for are appropriate, 
examine Unity Oil Co. v. Hill, 200 Ky. 651, 255 S.W. 151 (1923). 

54 Wemple v. Producers’ Oil Co., 145 La. 1031, 83 So. 232 (1919); Rhoads Drilling 
Co. v. Allred, 123 Tex. 229, 70 S.W.2d 576 (1934). 

55 Hamilton v. Empire Gas & Fuel Co., 297 Fed. 422 (8th Cir. 1924); Brennan v. 
Carter, 296 S.W.2d 728 (Ky. 1956). Here, too, the question of relative efficiency of 
alternative methods is one of fact, and the burden is on the lessor to convict the lessee 
of impropriety. O’Donnell v. Snowden & McSweeney Co., 318 Ill. 374, 149 N.E. 253 
(1925) (recognizing lessee’s duty but holding proof insufficient to show violation). 

%° Root Ref. Co. v. Olvey, 46 F.2d 444 (8th Cir. 1931); Sunburst Oil & Ref. Co. v. 
Callender, 84 Mont. 178, 274 Pac. 834 (1929). 

57 United Central Oil Corp. v. Helm, 11 F.2d 760 (5th Cir. 1926); Empire Gas & 
Fuel Co. v. Haggard, 152 Okla. 35, 3 P.2d 675 (1931). 
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operation if he desires,5® and that, in such event, casing should be left in 
~ place 5° on the payment of proper consideration.*° 

As to marketing, the principle is that the lessee should “make diligent 
efforts to market the production in order that the lessor may realize on his 
royalty interest.” 1 Marketing should be accomplished within a reasonable 
time after the completion of the well.*2 The concept of a reasonable time 
is variable and is affected by the acceptability of the product in the market, 
the existence of outlets, the lessee’s briskness, and the conduct of the lessor.*®* 
The sale should be at the highest price obtainable in the exercise of reason- 
able effort and business judgment.** On principle, it seems that steps neces- 
sary to prepare the oil or gas for market constitute a part of the lessee’s 
duty, so far as the royalty share is concerned, and that their cost should be 
borne by the lessee.®° Actually, the decisions vary. A number of courts 
support the views I have expressed.** Other decisions have held it proper 
to charge the lessor with his proportionate share of the cost, or an estimated 
approximation thereto.®? In Louisiana the question seems to turn on whether 
the lease specifies that royalty is to consist of a share of the product, de- 
livered free of cost,®* or is to be paid in money, though based on a share 
of the product.® In the latter event, the lessor must bear his proportion of 
the preparation cost. This distinction does not seem logical, since the lessor 
ordinarily does not desire oil or gas in kind. Regardless of the language 
employed in the printed form that is proffered for his signature, he expects 


58 Warner v. Shell Petr. Corp., 132 Kan. 837, 297 Pac. 682 (1931). 

5° Powers v. Bridgeport Oil Co., 238 Ill. 397, 87 N.E. 381 (1909); Woodson Oil Co. 
v. Pruett, 298 S.W.2d 856 (Tex. Civ. App. 1957). 

6 Okmulgee Supply Corp. v. Anthis, 189 Okla. 139, 114 P.2d 451 (1941). 

61 See Wolfe v. Texas Co., 83 F.2d 425, 432 (10th Cir. 1936). 

® Carroll Gas & Oil Co. v. Skaggs, 231 Ky. 278, 21 S.W.2d 445 (1929). 

88 Bristol v. Colorado Oil & Gas Corp., 225 F.2d 894 (10th Cir. 1955); Cotner v. 
Warren, 330 P.2d 217 (Okla. 1958). Cf. Hails v. Johnson, 204 Ky. 94, 263 S.W. 679 (1924) 
(three years unreasonable); Home Royalty Ass’n v. Stone, 199 F.2d 650 (10th Cir. 1952). 

64F] Rio Oils v. Chase, 95 Cal. App. 2d 402, 212 P.2d 927 (1950); Cimarron 
Utilities Co. v. Safranko, 187 Okla. 86, 101 P.2d 258 (1940); Young v. West Edmond 
Hunton Lime Unit, 275 P.2d 304 (Okla. 1954). 

85 See MERRILL, CovENANTS IMPLIED IN Oi, ANp Gas Leases § 85 (2d ed. 1940, 
Supp. 1957). 

66 Hamilton v. Empire Gas & Fuel Co., 117 Kan. 25, 230 Pac. 91 (1924); Warfield 
Nat. Gas Co. v. Allen, 261 Ky. 840, 88 S.W.2d 989 (1935); Clark v. Slick Oil Co., 88 
Okla. 55, 211 Pac. 496 (1923): “There is no principle upon which the lessor could be 
charged with the cost of preparing the product for market.” Harlan v. Central Phos- 
phate Co., 62 S.W. 614, 630 (Tenn. Ch. App. 1901) (affirmed orally by supreme court, 
March 21, 1901). 

87 Alamitos Land Co. v. Shell Oil Co., 3 Cal. 2d 396, 44 P.2d 573 (1935); Luling 
Oil & Gas Co. v. Humble Oil & Refining Co., 144 Tex. 475, 191 S.W.2d 716 (1948). 

68 Tremont Lumber Co. v. Louisiana Oil Ref. Corp., 187 La. 454, 175 So. 25 (1937). 

6 Sartor v. United Gas Pub. Serv. Co., 186 La. 555, 173 So. 103 (1937). 
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to take his return in money. In some states, statutes forbid deductions of 
this sort.7° 

Normally, the place of sale will be in the field and it is there that the 
lessee’s duty of marketing is to be performed.” In the absence of a local 
market, it has been suggested that if the venture probably will be profitable 
the lessee should be required to establish facilities to transport the product 
to market or to utilize it locally.72 The cases are somewhat difficult to 
evaluate. There are a few which indicate acceptance of the view that 
facilities should be provided.78 As many or more can be found relieving the 
lessee of that duty, but the authority of most of them is weakened by the 
fact that the venture was shown to be probably unprofitable.7* In any 
event, the operator who waits too long for the market to come to him may 
find that his lease is canceled for unreasonable delay in production or in 
further development.” If the lessee does transport the product to market, 
he should be permitted to deduct from the price received the reasonable 
cost of the carriage.7* If, instead, he builds a processing plant in the field, 
it may be that, if the fair and reasonable value of the product in the field 
can be established, he should be permitted to take it for his use at that price.”7 
A different situation, of course, is presented by the ambitious unitized 
operations which are becoming common, involving the extraction of valu- 
able products from “wet gas” which then is returned to the field to preserve 
pressures or to permit secondary recovery. In such cases the extracting 
plant becomes an integral part of the field operations, to which the profit- 
sharing provisions of the lease should apply.78 


THE CovENANT FOR PROTECTION 


The last of the commonly recognized implied covenants is that for 


70 Ark. Srat. § 53-506 (1947). 

™ Kretni Dev. Co. v. Consolidated Oil Corp., 74 F.2d 497 (10th Cir. 1934); Scott v. 
Steinberger, 113 Kan. 67, 213 Pac. 646 (1923). 

72See Walker, The Nature of the Property Interests Created by an Oil and Gas 
Lease in Texas, 11 Texas L. Rev. 399, 438 (1933). 

73 Haby v. Stanolind Oil & Gas Co., 228 F.2d 298 (5th Cir. 1955) (strongly indi- 
cating that lessee should have contributed to cost of building pipe line to provide out- 
let for gas); Libby v. De Baca, 51 N.M. 95, 179 P.2d 263 (1947) (plant to make “dry 
ice” from carbon dioxide); Union Oil Co. v. Ogden, 278 S.W.2d 246 (Tex. Civ. App. 
1955) (connecting pipe line). 

74 For cases and fuller discussion, see MERRILL, CovENANTS IMPLIED IN OIL AND Gas 
Leases § 87 (2d ed. 1940, Supp. 1957). 

7 Severson v. Barstow, 103 Mont. 526, 63 P.2d 1022 (1936); Scott v. Price, 123 
Okla. 172, 247 Pac. 103 (1926), afford examples. 

7 See Merritt, CoveNANTS IMPLIED IN Ort aNnp Gas Leases § 86 (2d ed. 1940, 
Supp. 1957). 

77 See id. §§ 86, 89A. 

78 See id. § 89A (Supp. 1957). 
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protection,”® as phrased in the older opinions, “to protect the lines.” °° This 
wording graphically portrayed recognition of the fact that an opened well, 
with its capacity to draw oil or gas through the reservoir for varying dis- 
tances,®! “is not a respecter of title boundaries.” 8? The lessee, having 
achieved exclusive control over the conduct of operations for oil and gas 
on the leased premises,®* certainly should take the steps essential to safe- 
guard his lessor from the loss of revenue by drainage of the deposits under 
the surface through wells on adjoining property.** To this there has been 
practically no dissent.®° Indeed, the first decision enforcing implied cove- 
nant liability upon an oil lease arose out of a drainage situation.® In the 
absence of specific provision for the payment of rentals as a substitute for 
drilling, or of express covenants for the sinking of a specified number of 
wells, there has been no doubt on the part of the judges that the covenant 
existed.87 The insertion of express drilling provisions, duly fulfilled, is re- 
garded by some judges as superseding the implied covenant for protection, 
even though the stipulated wells do not afford the necessary safeguards.** 
Others, more sensibly, differentiate between development, which is the 
subject of the express stipulation, and protection against drainage, the need 
for which is established only when robber wells are brought in on neighbor- 
ing property.®® A similar controversy has raged in respect to the effect of 
stipulations for off-sets to neighboring wells within a specified distance, 
which some courts regard as expressly covering the subject of how much 
protection is required.® The better reason seems to dictate the opposite 
result.*! The acceptance of delay rentals during the fixed term waives, for 


7 Elliott v. Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1957). 

89 See Harris v. Ohio Oil Co., 57 Ohio St. 118, 127, 48 N.E. 502, 505 (1903). 

81 See CENTRAL COMMITTEE ON DRILLING AND PropucTION PRACTICE, DIVISION OF 
PropuctTion, AMERICAN PETROLEUM INSTITUTE, PRrocRess REPORT ON STANDARDS OF ALLOCA- 
TION OF Or Propuction WirHIN Poots anp AMONG Poors 34 (1942); Greer, The 
Ownership of Petroleum Oil and Natural Gas in Place, 1 Texas L. Rev. 162, 163-167 
(1923). 

82See Ramsey Petr. Corp. v. Davis, 184 Okla. 155, 159, 85 P.2d 427, 431 (1938). 

83 Funk v. Haldeman, 53 Pa. 229 (1866). 

84 Cases are collected in Merritt, CovENANTs IMPLIED IN Ort AND Gas Leases § 94 
(2d ed. 1940, Supp. 1957). 

85 Cf. Barquin v. Hall Oil Co., 28 Wyo. 164, 201 Pac. 352, 202 Pac. 1107 (1921), in 
which the court seems to say that the duty to protect must rest on express agreement. 

86 Kleppner v. Lemon, 176 Pa. 502, 35 Atl. 109 (1896). 

87 See MERRILL, CovENANTS IMPLIED IN O11 AND Gas Leases § 97 (2d ed. 1940). 

88 Brewster v. Lanyon Zinc Co., 140 Fed. 801 (8th Cir. 1905); see other cases 
cited in Merritt, CovENANTs IMPLIED IN Ott AND Gas Leases § 99 (2d ed. 1940). 

89 See id. §§ 100, 101. 

% Hutchins v. Humble Oil & Ref. Co., 161 S.W.2d 571 (Tex. Civ. App. 1942). 

1 Burt v. Deorsam, 161 S.W.2d 571 (Tex. Civ. App. 1921). For discussion, see 
Merrill, Lease Clauses Affecting Implied Covenants, 2p INst. on Orr & Gas Law & Tax. 
141, 173 (Southwestern Legal Foundation, 1951). 
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the period covered, the right to protection against drainage by existing 
wells,® at least if they are within the knowledge of the lessor.** However, 
there is no waiver as to drainage originating within the term but subsequent 
to the payment.** Obviously, too, although a little authority may be cited 
to the contrary,® at any period when payment is due, the lessor may refuse 
to take it, demanding, instead, that he be protected against existing drain- 
age.%6 

The rule as commonly stated requires protection only against drainage 
which is substantial in amount.” This generally is tied in with the question 
of the probable profitability of an off-set well,°8 which we shall consider 
in connection with the discussion of the standards for compliance with 
implied covenants. We must note a controversy among courts and writers 
over whether the fact that the lessee owns the robber well makes his duties 
of protection more onerous. I have intimated that I question whether this 
factor should make any difference in decision.®® At the same time, I must 
acknowledge that there are instances in which the lessee’s conduct, under 
such circumstances, seems to be motivated by desire to get all the oil through 
a few wells on one tract,}°° perhaps one in which he owns a larger share 
of the mineral interest,!°! or perhaps one owned by a lessor whom he desires 
to favor.°? Such pictures certainly do not charm the judicial eye, and they 
may lead a court to say that the ordinary rules, such as the necessity for 
showing probable profitability of the off-set well, do not apply to them.!% 


®2 Cases are collected in MERRILL, CovENANTS IMPLIED IN Ott AND Gas Leases § 103 
(2d ed. 1940, Supp. 1957). As to drainage existent when the lease is executed, consult 
Texas Pac. Coal & Oil Co. v. Barker, 117 Tex. 418, 6 S.W.2d 1031 (1928). 

%3 See Orr v. Comar Oil Co., 46 F.2d 59, 63 (10th Cir. 1930). Cf. Van Deventer 
v. Gulf Prod. Co., 41 S.W.2d 1029 (Tex. Civ. App. 1931). 

* Blair v. Clear Creek Oil & Gas Co., 148 Ark. 301, 230 S.W. 286 (1921); Carper 
v. United Fuel Gas Co., 78 W. Va. 433, 89 S.E. 12 (1916). 

%5 Cf. Kachelmacher v. Laird, 92 Ohio St. 324, 110 N.E. 933 (1915); Eastern Oil Co. 
v. Beatty, 71 Okla. 275, 177 Pac. 104 (1918). The last case, on this point, definitely is 
refuted by Deep Rock Petr. Corp. v. Bilby, 199 Okla. 430, 186 P.2d 823 (1947). 

%6 Carson v. Ozark Nat. Gas Co., 191 Ark. 167, 83 S.W.2d 833 (1935); Carper v. 
United Fuel Gas Co., supra note 94. 

®7 Copple v. Carter Oil Co., 44 F. Supp. 579 (E.D. Ill. 1942); Elliott v. Pure Oil Co., 
10 Ill. 2d 146, 139 N.E.2d 293 (1957). Other cases will be found collected in MeErri1z, 
CovENANTs IMPLIED IN O1L anv Gas Leases § 110 (2d ed. 1940, Supp. 1957). 

8 Geary v. Adams Oil & Gas Co., 31 F. Supp. 830 (E.D. Ill. 1940). 

8° The cases are collected and discussed in MERRILL, CovENANTS IMPLIED IN OIL AND 
Gas Leases § 111 (2d ed. 1940, Supp. 1957). See, for the view that it has significance, 
Seed, The Implied Covenant in Oil and Gas Leases To Refrain From Depletory Acts, 
3 U.C.L.ALL. Rev. 508 (1956). 

100 Geary v. Adams Oil & Gas Co., supra note 98; Elliott v. Pure Oil Co., supra 
note 97. 

101 Cf, Gregg v. Harper-Turner Oil Co., 199 F.2d 1 (10th Cir. 1952); Adkins v. 
Huntington Dev. & Gas Co., 113 W. Va. 490, 168 S.E. 366 (1933). 

102 amp v. Locke, 89 W. Va. 138, 108 S.E. 899 (1921). 

103 Dillard v. United Fuel Gas Co., 114 W. Va. 684, 173 S.E. 573 (1934). 
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But I should think it preferable to say that these are merely circumstances 
‘to be considered in determining whether the lessee’s conduct has measured 
up to the standard required by the law, rather than to regard them as 
ipso facto determinative that an off-set well should be put down. 

At this point probably it should be noted that in some jurisdictions there 
are decisions indicating a duty by the lessee to make compensation for all 
drainage which he permits to occur,!* regardless of whether it is of such 
quantity as to obligate him to take affirmative measures to afford protection. 


STANDARDS FOR COMPLIANCE 


In the early cases, the judges experimented with two standards for 
determining whether there was compliance with obligations imposed by the 
implied covenants. One was the test of good faith on the part of the lessee 
in his dealing with the lessor.!°%° The other was that of the ordinarily pru- 
dent operator.1°* Courts vacillated between the two views for some years, 
and even yet one finds sporadic reversions to the good faith test; but the 
prudent operator rule now may be regarded as having achieved domi- 
nance.!°? The good faith rule was too whimsical in its operation 1°* and 
afforded too little protection to legitimate interests of the lessor 1° to be 
satisfactory. 

The prudent operator rule calls for the application of a standard of 
conduct directed toward achieving reconciliation of the conflicting claims 
of the lessor and the lessee so as best to promote the common interest of 
both. Numerous factors must be taken into account and the issue “must 
be resolved in each case according to its particular circumstances.” 12° 


104 Poindexter v. Lion Oil Ref. Co., 205 Ark. 978, 167 S.W.2d 492 (1943); R. R. 
Bush Oil Co. v. Beverly-Lincoln Land Co., 59 Cal. App. 2d 246, 158 P.2d 754 (1945) 
(lessee’s own wells); Millette v. Phillips Petr. Co., 209 Miss. 687, 48 So. 2d 344 (1950); 
Phillips Petr. Co. v. Millette, 221 Miss. 1, 72 So. 2d 176, 74 So. 2d 431 (1954) (lessee’s 
own wells); Indian Territory Illum. Oil Co. v. Haynes Drilling Co., 180 Okla. 419, 69 
P.2d 624 (1937); Deep Rock Petr. Corp. v. Bilby, 199 Okla. 430, 186 P.2d 754 (1945). 

105 “So long as the lessee is acting in good faith, on business judgment, he is not 
bound to take any other party’s, but may stand on his own.” The right of a court 
“to interfere does not arise until it has been shown clearly that he is not acting in good 
faith on his business judgment, but fraudulently, with intent to obtain a dishonest ad- 
vantage over the other party to the contract.” Colgan v. Forest Oil Co., 194 Pa. 234, 243, 
45 Atl. 119, 120 (1899). 

106 “Whatever, in the circumstances, would be reasonably expected of operators 
of ordinary prudence, having regard to the interests of both lessor and lessee, is what is 
required.” Brewster v. Lanyon Zinc Co., 140 Fed. 801, 814 (8th Cir. 1905). See also 
Elliott v. Pure Oil Co., 10 Ill. 2d 146, 152, 139 N.E.2d 295, 299 (1957). 

107For a detailed outline of the doctrinal growth on this point, see MERRILL, 
CovENANTs IMPLIED IN Ort AND Gas Leases §§ 120-33 (2d ed. 1940, Supp. 1957). 

108 Barnard v. Monongahela Nat. Gas Co., 216 Pa. 362, 65 Atl. 801 (1907). 

109 See MERRILL, CovENANTS IMPLIED IN Om anv Gas Leases § 136 (2d ed. 1940, 
Supp. 1957). 

110 See Brewster v. Lanyon Zinc Co., supra note 106, at 813. 
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Enumeration of all factors that have been suggested is not possible here."! 
A word or two on the question of the probable profitability of the per- 
formance for which the lessor is contending, is probably in order. Ob- 
viously, this is a factor of importance. No private enterprise will survive 
for long if it is to be conducted with no regard for achieving a surplus 
of income over outgo. But it does not follow that in a particular situation 
a reasonably prudent oil operator, as distinguished from a reasonably pru- 
dent banker, will refrain from drilling just because there is not a clearly 
established likelihood that profit will result. It is a perversion of the prudent 
operator concept to insist that only through showing probable profitability 
by a preponderance of the evidence is it ever possible for the lessor to 
establish an implied covenant obligation. Probability of profit, while im- 
portant, is not indispensable. 

Elsewhere I have treated at length the significance of the element of 
probable profit in this regard.1!2 By way of summary, I may say that it 
seems to have very little significance in connection with exploration.!% 
It may have some bearing on the haste with which work should be started.!"4 
As to operation, in regard to continuance, excess of gross return over cur- 
rent expense probably is all that should be required.'!® In solving the more 
refined problems presented by controversies over what methods should 
be employed, clearly it is essential to have an intelligent appraisal of the 
probable returns where the installation of expensive equipment is requisite.1!® 
Further development claims probably require greater assurance of profit 
after capital outlay as well as current expenses have been returned.1!7_ As to 
protection, if that covenant is not to be merely another name for the obliga- 
tion of further development, the element of profit must be given less weight 
in measuring the extent of the duty. On the other hand, it should not be 
ignored entirely. The judicial treatment of this problem has not been very 
helpful as a guide to just how the line should be drawn.!8 In one instance, 


111 See MERRILL, COVENANTS IMPLIED IN Oi AND Gas Leases §§ 120, 123, 124 (2d ed. 
1940, Supp. 1957). 

112 See id. §§ 120, 124. 

118 “Those cases which have involved the implied covenant to drill the initial well 
have not considered the probable financial return of the enterprise as having anything 
to do with the obligation.” Fox Petr. Co. v. Booker, 123 Okla. 276, 279, 253 Pac. 33, 35 
(1927). But cf. Wooton v. McAdoo, 110 Cal. App. 2d 48, 293 Pac. 694 (1930). 

114 Gay v. Grin.an, 218 S.W.2d 1021 (Tex. Civ. App. 1949). 

115 Okmulgee Supply Co. v. Anthis, 189 Okla. 139, 114 P.2d 451 (1941). 

116 United Central Oil Co. v. Helm, 11 F.2d 760 (5th Cir. 1926); Gibbs v. Southern 
Carbon Co., 171 So. 586 (La. App. 1937); Rhoads Drilling Co. v. Allred, 123 Tex. 229, 
70 S.W.2d 576 (1934). Cf. Ohio Oil Co. v. Reichert, 343 Ill. 560, 175 N.E. 790 (1931). 

117 Union Gas & Oil Co. v. Fyffe, 219 Ky. 640, 294 S.W. 176 (1927); Texas Pac. 
Coal & Oil Co. v. Barker, 117 Tex. 418, 6 S.W.2d 1031 (1928); Cowden v. General 
Crude Oil Co., 217 S.W.2d 109 (Tex. Civ. App. 1948). 

118 See Merritt, COVENANTS IMPLIED IN Ott AND Gas Leases § 110 (2d ed. 1940, 
Supp. 1957), for further discussion and citation of cases. 
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the opinion of an official of the lessee that the drilling of the protection well 
“would not have been a prudent operation, he thought it might eventually 
pay out but that it was very questionable whether it would be a profitable 
venture,” 11° did not deter the court from finding a breach of duty. Perhaps 
the answer should be geared to the likelihood that the well will pay out, 
without emphasis on additional return.!*° 

One cannot read widely in this area, however, without becoming aware 
of decisions enforcing an implied covenant obligation despite the failure to 
show probability of profit from the demanded activity. In not a few in- 
stances, only what one judge has called “the illimitable vista of hope” 74 
could portray the possibility of advantage. These cases, however, are too 
numerous to be dismissed as aberrant illustrations of the maxim that “hard 
cases make bad law.” Somehow, they must be fitted into a rational general 
theory of the implied covenant obligations. In that theory either the prudent 
operator must not be pictured as one who drills only when a preponderance 
of the evidence indicates a profitable well,!*? or we must seek a theory which 
is not limited by the notion of prudence. The groping for a theory has 
called forth a number of suggestions.!23 At the moment, I am inclined to 
think that the best that can be done is to regard the controlling principle 
as cast in the mold of the familiar maxim which tells us that equity looks 
to substance and not to form, and thus to return to the basic idea of “en- 
forcing that conduct which, under the circumstances, fair dealing between 
lessor and lessee fairly demands that the latter pursue.” 124 In applying that 


119 See Geary v. Adams Oil & Gas Co., 31 F. Supp. 830, 834 (E.D. Ill. 1940). 

120 Cf. Knight v. Herndon Drilling Co., 296 P.2d 158 (Okla. 1956). In Elliott v. 
Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1957), it was held that, after the plaintiff 
had established the probability of drainage, the defendant must carry the burden of 
establishing that protection would be unprofitable. 

121 Kane, C. J., in Jn re Indian Territory Illum. Oil Co., 43 Okla. 307, 318, 142 Pac. 
997, 1001 (1914). 

122 “Tf the prudent operator is to keep his lease or is to be free from liability for 
permitted drainage, he may be required to do something downright reckless.” Kuntz, 
The Prudent Operator and Further Development, 9 Oxua. L. Rev. 254, 268 (1956). 

123 xamples: Absolute duty, which probably is open to criticism as stating a re- 
sult rather than explaining, MerriLL, CovENANTs IMPLIED IN O1L AND Gas Leases §§ 137-45 
(2d ed. 1940); shifting to lessee burden of proof on issue of profit by lapse of time, 
which does not explain all the cases, Marberry, The Reasonably Prudent Operator 
Clause Revisited, 24 Oxua. B.J. 1931 (1953); “modified prudent operator rule,” which 
again is merely descriptive, Merrill, The Prudent Operator and Further Development— 
Oklahoma Rule, 5 Oxia. L. Rev. 453 (1952); covenant for further exploration, in which 
probable profit is not a factor, unsatisfactory because many cases disregarding profit 
involve development or protection, Meyers, The Implied Covenant of Further Explora- 
tion, 34 Texas L. Rev. 553 (1956). The last theory received judicial acceptance in Wil- 
lingham v. Bryson, 294 S.W.2d 421 (Tex. Civ. App. 1956), but has been repudiated in 
Clifton v. Koontz, 2 Tex. Sup. Cr. J. 348 (1959). 

124 Here I have taken the liberty of quoting my statement in CovENANTS IMPLIED IN 
Om anp Gas Leases 469 (2d ed. 1940). The statement recently has been quoted, with 
apparent approval, in Producers Pipe & Supply Co. v. James, 332 P.2d 958, 960 (Okla. 
1958). 
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principle many factors must be taken into account. From case to case, the 
weight to which each is entitled will vary. We do not have the space to 
pursue that theme here, but I dealt with it recently elsewhere.!*5 


REMEDIES FOR BREACH 


The major remedies for breach of the implied covenants take the form 
of the award of damages, usually in a suit at law,!*° or of the cancelation of 
the lease in an equitable action.!27 One or the other form of relief may be 
the most appropriate, dependent on the circumstances.!*8 However, some 
jurisdictions, such as Texas and West Virginia, seem to consider damages 
as the standard remedy, while others, such as Oklahoma, customarily en- 
force the covenant obligations in equity. One of the great advantages of 
the resort to equity, in many situations, is the ability to adjust the relief 
granted to the particular circumstances through the alternative decree for 
development or for cancelation, in whole or in part.!2® Mandatory injunc- 
tions,!*° receiverships,!*! and declaratory judgments 1%? also have been re- 
sorted to in proper cases. 


Notice—Just Noticep 


The cases tend to require notification to comply with the implied 
covenants and allowance of a reasonable time for performance as a pre- 
requisite to the maintenance of suit for cancelation or for an alternative 
decree.183 Except when there is an express stipulation therefor,!** it seems 
that this prerequisite should not be imposed on the institution of a suit for 
damages.1*5 I have discussed elsewhere the manifold ramifications of the 
law in respect to notification.'#¢ 


125 See Merrill, The Implied Covenant for Further Exploration, 4m Rocky Mr. 
Minera Law Inst. 205 (1959). 

126 See MERRILL, CovENANTS IMPLIED IN Olt AND Gas Leases §§ 148-56 (2d ed. 1940, 
Supp. 1957). 

127 See id. §§ 159-64. 

128 See id. §§ 68, 78, 79, 81, 83, 95, 112, 155-58, 160, 163, 165, 166, 176, 227, for dis- 
cussions and cases illustrative of the solutions for this problem. 

129 For an account of the early history, subsequent neglect, and present burgeoning 
of this remedy, see id. §§ 168-72. For an application, examine Elliott v. Pure Oil Co., 
10 Ill. 2d 146, 139 N.E.2d 295 (1957). 

180 See MERRILL, COVENANTS IMPLIED IN Oi aNp Gas Leases § 173 (2d ed. 1940, 
Supp. 1957). 

131 See id. § 175. 

182 See id. § 174. 

133 For collected cases, see id. §§ 36, 60, 113, 192. 

134 Billeaud Planters v. Union Oil Co., 144 F. Supp. 564 (W.D. La. 1956). 

135 Reasons are discussed in MerriLL, CovENANTs IMPLIED IN O1L AND Gas Leases 421 
(2d ed. 1940). 

136 For cases applying the principles of notification to implied covenant situations, 
see id. §§ 193-98 (2d ed. 1940, Supp. 1957). Notification, in general, is discussed in MeEr- 
RILL, Notice cc. 10-20 (1952). 
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CONSERVATION Laws, SECONDARY RECOVERY, UNITIZATION 


The law of implied covenants originated at a time when each leased 
tract was operated independently in a competitive race to secure access to 
the liquid or gaseous wealth beneath, the basic rule of the race being the 
“Law of Capture.” The limited available knowledge of the characteristics 
of oil and gas reservoirs made this rule a perfectly logical and practical ap- 
plication of the established principles of property law.'8? Time and scien- 
tific advance have taught us that nature’s bounty is not inexhaustible and 
that we needs must conserve rather than waste it.13% To effect this, laws 
and administrative regulations are established, and are upheld by the courts 
in proper cases.43® Likewise, we have come to know that the most efficient 
exploitation of oil and gas deposits requires that a common reservoir be oper- 
ated asa unit, rather than on the competitive principle.'#° We know, too, that 
secondary recovery measures may produce vast quantities of oil in excess 
of those realized by primary methods.!*! These measures, for the most part, 
are impracticable except by unitized operation.’42 What effect does the law 
of implied covenants have upon steps designed to put into effect this newly 
gained knowledge? What is the impact, in turn, of those steps upon the law 
of implied covenants? 

In the first place, we must note that in the absence of governmental 
intervention the practicability of substituting unitized operations for the 
competitive development of each tract depends on the consent of the lessors 
affected.'#8 The several lessees no doubt may bind their own interests by 
an agreement for common operation,'** but their lessors may not be con- 
trolled thereby.1*° A non-assenting lessor whose tract is adversely affected 


187 See the cogent comment in Hardwicke, The Rule of Capture and Its Implica- 
tions as to Oil and Gas, 13 Texas L. Rev. 391 (1935). 

188 See Kaveler, Conclusions From Experience, 21 U. Kan. City L. Rev. 3 (1950). 

189 The leading cases are Ohio Oil Co. v. Indiana, 177 U.S. 190, 20 Sup. Ct. 576 
(1900); Champlin Ref. Co. v. Corporation Comm’n, 286 U.S. 210, 52 Sup. Ct. 559 (1932). 
That valid administrative conservation orders have the force of law is affirmed in White 
Eagle Oil Co. v. State Corp. Comm’n, 168 Kan. 548, 214 P.2d 337 (1950). 

140 See Kaveler, The Engineering Basis for and the Results From the Unit Opera- 
tion of Oil Pools, 23 Tu. L. Rev. 331 (1949); Tarner, Reservoir Mechanics, 17 Mont. 
L. Rev. 1 (1955). 

141 See Merrill, Implied Covenants and Secondary Recovery, 4 Oxta. L. Rev. 177, 
179 (1951). 

142 See CLoup, PETROLEUM PropuctIon 57-72 (1937); Merrill, Unitization Problems: 
The Position of the Lessor, 1 Oxta. L. Rev. 119, 121 (1948). 

143 The details of this proposition are dealt with in my article, Implied Covenants 
and Secondary Recovery, 4 Oxia. L. Rev. 177 (1951). 

144 Hunter v. Hussey, 90 So. 2d 429 (La. App. 1956); Knight v. Chicago Corp., 
144 Tex. 98, 188 S.W.2d 564 (1945). 

145 Dobson v. Arkansas Oil & Gas Comm'n, 218 Ark. 160, 235 S.W.2d 53 (1951); 
Union Oil Co. v. Touchet, 229 La. 316, 86 So. 2d 50 (1956). 
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may stand upon his implied covenant rights,'** although, of course, one who 
is not hurt has no standing to object.147 But we have to realize that in many 
instances a unitized operation will be to the advantage of all, even as com- 
pared with the returns to the landowners under competitive operation.!** 
In such an instance, implied covenant principles seem to call upon the opera- 
tors to devise a scheme of unitized operation '*° and to offer participation 
therein to their lessors upon reasonable and undiscriminatory terms.'*° If 
such terms are not offered, the neglectful lessee should be liable to his lessor 
for injury deriving from the unitized operations, regardless of the lessor’s 
refusal.15!_ On the other hand, a lessor who refuses to put his tract on 
reasonable terms into a unit, the operation of which, with his tract included, 
would not affect his substantial rights, should have no legal ground of com- 
plaint against injuries to his excluded tract traceable solely to proper opera- 
tion of the unit.15? 

Consent to unitization may be given in connection with a specific 
plan.!®3 It also may be given in the form of a general authorization to the 
lessee.15* Under such an authorization, the lessee must act in good faith and 
in harmony with implied covenant principles.'* 

Conservation laws and regulations thereunder bind the lessor and super- 
sede conflicting implied covenant duties to the extent that they are valid.1%6 


146 Ramsey v. Carter Oil Co., 74 F. Supp. 481 (E.D. Ill. 1947), aff'd, 172 F.2d 622 
(7th Cir. 1949). 

147 Carter Oil Co. v. Dees, 340 Ill. App. 449, 92 N.E.2d 519 (4th Dist. 1950). 

148 See Merrill, Implied Covenants and Secondary Recovery, 4 Oxta. L. Rev. 177, 
183 (1951). Observe also the discussion in Phillips Petr. Co. v. Peterson, 218 F.2d 926 
(10th Cir. 1954). 

149 See In re Shailer’s Estate, 266 P.2d 613, 617 (Okla. 1954). 

150“A lessee is bound by implied covenants in the lease to diligently explore and 
develop the lease, and to do so under a fair unitization plan, if unitization is effected.” 
Phillips, C. J., in Phillips Petr. Co. v. Peterson, supra note 148, at 934. 

151 Cf, Ross v. Damm, 278 Mich. 388, 270 N.W. 722 (1936) (damages for preventing 
adequate offset under conservation rules); Godfrey v. McArthur, 186 Okla. 144, 96 
P.2d 322 (1939) (liability for not drilling well while oil drawn off through other wells 
owned by defendant). 

152 Tide Water Associated Oil Co. v. Stott, 159 F.2d 174 (5th Cir. 1946) (inade- 
quately considering reasonableness of terms offered, however); cf. Dobson v. Arkansas 
Oil & Gas Comm’n, 218 Ark. 160, 235 S.W.2d 33 (1951); Carter Oil Co. v. Dees, supra 
note 147. I have dealt with the problem of what terms are reasonable in Unitization 
Problems: The Position of the Lessor, 1 Oxua. L. Rev. 119, 128-35 (1948). 

158 Jackson v. Hunt Oil Co., 208 La. 156, 23 So. 2d 31 (1945). 

154 Bruce v. Ohio Oil Co., 169 F.2d 709 (10th Cir. 1948). 

155 Phillips Petr. Co. v. Peterson, 218 F.2d 926 (10th Cir. 1954); Imes v. Globe Oil 
& Ref. Co., 184 Okla. 79, 84 P.2d 1106 (1938). 

156 Thompson v. Greer, 55 N.M. 335, 233 P.2d 204 (1951). 








SUMMER | IMPLIED COVENANTS IN LEASES 601 


Invalid laws and regulations afford no shield against liability which other- 
~ wise would exist for breach of the implied covenants.!** The same general 
principles apply to action taken under compulsory unitization laws.'** 

The valid establishment of an operating unit, whether by agreement or 
by force of law, supersedes the operation of the implied covenants in so far 
as they involve the individual development, operation, and protection of the 
several tracts within the unit.15® However, as to the unitized operation,!® 
and as to obligations on tracts lying outside of the unit,'®' these obliga- 
tions persist. 

Conservation regimes and compulsory pooling and unitization laws in- 
volve the application of administrative regulation. The lessee is in the fore- 
front of the battles before the administrative tribunals. The cases strongly 
indicate that he is under the obligation in these proceedings to represent 
the interests of his lessor as well as his own before the administrative tri- 
bunals.1®? If the lessor, complaining that there has been a breach of this 
obligation, establishes that the administrative action could have been defeated 
or modified so as to guard his interests, the lessee should respond in dam- 
ages.16 Upon the lessee rests the burden to show that the administrative 
impediment could not have been removed.'** 


187 Haby v. Stanolind Oil & Gas Co., 228 F.2d 298 (5th Cir. 1955); Bernstein v. 
Bush, 29 Cal. 2d 773, 177 P.2d 913 (1947). 

158 Hood v. Southern Prod. Co., 206 La. 642, 19 So. 2d 336 (1944). 

159 Martin v. Texas Gulf Producing Co., 223 Miss. 852, 79 So. 2d 271 (1955); Brown 
v. Smith, 114 Tex. 425, 174 S.W.2d 43 (1943). 

160 Beene v. Midstates Oil Corp., 169 F.2d 901 (8th Cir. 1948); Young v. West 
Edmond Hunton Lime Unit, 275 P.2d 304 (Okla. 1954). 

161 Gregg v. Harper-Turner Oil Co., 199 F.2d 1 (10th Cir. 1952). The principle 
seems to be recognized in Phillips Petr. Co. v. Peterson, 218 F.2d 926, 934 (10th Cir. 1954). 
Cf. Toomey v. State Bd. of Land Comm'rs, 106 Mont. 547, 81 P.2d 407 (1938). 

162 See Merritt, CovENANTS IMPLIED IN Oit AND Gas Leases § 228 (Supp. 1957), 
for a collection of the authorities and literature bearing on this point. 

163 Merrill, Fulfilling Implied Covenants Administratively, 9 Oxia. L. Rev. 125 
(1956). Cf. Baldwin v. Kubetz, 148 Cal. App. 2d 937, 307 P.2d 1005 (1957). 

164 Eliott v. Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1957). 








TAX PLANNING FOR THE INVESTOR 
IN OIL AND GAS 


BY PETER L. WENTZ * 


THIS DISCUSSION of “Tax Planning for the Investor in Oil and Gas,” be- 
cause of its scope, the number of problems involved, and space limitations, 
can only be a survey and cannot delve deeply into particular problems. It 
does not involve a detached discussion of separate interesting tax problems 
in oil and gas transactions. Rather it undertakes a functional survey of tax 
planning and seeks to deal with various problems as they relate to the 
planning process rather than abstractly. 

Of course, the objective of tax planning for the investor in oil and gas, 
like that of other investors, is to obtain the greatest possible return from his 
expenditures after paying all taxes. 

In attaining this objective, there are certain general rules, each with 
exceptions. In general, the investor will desire to make a maximum portion 
of his expenditures currently deductible in determining taxable income. In 
general, an investor in oil and gas will strive for maximum untaxed income 
through percentage depletion in excess of cost depletion. In general, an 
investor in oil and gas will plan for capital gains rather than ordinary income 
wherever possible. In general, the investor will plan to obtain the foregoing 
results directly for himself rather than for a corporation of which he is a 
stockholder and will plan to avoid treatment as an association. 

The foregoing are general rules. There are many problems which 
become important in planning to carry out the investor’s program in accord- 
ance with such rules. 


Maximum Depuctions For ExpENDITURES 


A number of important factors must be considered in connection 
with the first general rule of obtaining maximum current deductions for 
expenditures. 


Intangible Drilling Expenses 


All taxpayers are permitted to deduct ordinary expenses. In connection 
with an oil well there are certain expenses that may only be deducted as 
ordinary expenses, such as those for fuel, repairs, supplies, and labor in con- 
nection with the actual operation of an oil well and of other facilities on the 
property for the production of oil or gas. 


*PETER L. WENTZ. B.S. 1924, Brigham Young University; J.D. 1925, 
University of Chicago; Partner in the firm of Hopkins, Sutter, Owen, 
Mulroy and Wentz, Chicago, Illinois. 


1 Proposed Treas. Reg. § 1.612-4(c) (2), 21 Fed. Reg. 8447 (1956) 
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Then there are certain expenditures in drilling an oil well which are in 
a twilight zone, such as the direct cost of drilling the hole. These expendi- 
tures are described as intangible drilling expenses. These expenditures have 
many of the characteristics of payments for a capital asset, which ordinarily 
would not be deductible as expense deductions from income. They consist 
of amounts paid for labor, fuel, repairs, hauling, and supplies which are used 
in the drilling, treating, and cleaning of wells and in the preparatory clearing 
of ground, draining, road-making, surveying, and geological work. They 
also include expenditures for labor, etc., in connection with the construction 
of derricks, tanks, pipe lines, and other physical structures necessary for the 
drilling of wells and the preparation of wells for the production of oil and 
gas.? 

Intangible drilling expenses do not include the cost of any tangible 
property which has salvage value and therefore must be capitalized. Ex- 
amples of the capital items not included in intangible drilling expenses are 
the cost of the actual materials in those structures which are constructed 
in the wells and on the property and the cost of drilling tools, pipe, casing, 
tubing, tanks, engines, boilers, machines, etc., commonly called equipment 
(as distinguished from the labor, etc., used in constructing or installing such 
equipment, which is intangible expense).® 

Items in the twilight zone which are commonly referred to as “in- 
tangible drilling expenses” may either be capitalized by the taxpayer or 
they may be deducted as ordinary expenses under an election expressly 
provided for in the Internal Revenue Code of 1954.4 With the qualification 
hereinafter mentioned, this is an election that each taxpayer must make. It 
is an election for the taxpayer, not for each property in which he invests, 
and it is permanent. He must make the election in the tax return which 
he files for the first year in which he has any such expenditure. If he fails 
to make the election, then the items must be capitalized both with respect to 
the year for which his first return is filed and for all subsequent years.5 

Where a group of investors are admitted partners and file partnership 
returns, the partnership has the election to deduct intangible drilling ex- 
penses. For income tax purposes, many groups are considered partnerships 
although they would not be so considered for other purposes.® Their election 
would have to be made through a duly filed partnership return? unless 
there is filed a prescribed form identifying the group and electing for the 


* Id. § 1.612-4(a) (3), at 8446. 

3 Jd. § 1.612-4(c) (1), at 8447. 

4 Int. Rev. Cope or 1954, § 263(c). 

5 Proposed Treas. Reg. § 1.612-4(d), 21 Fed. Reg. 8447 (1956). 

6 Int. Rev. Cope or 1954, § 761(a). 

7™Proposed Treas. Reg. § 1.612-4(d), 21 Fed. Reg. 8447 (1956); Int. Rev. Cope or 
1954, § 703(b); Treas. Reg. § 1.703(b) (1956). 
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group that it not be taxed as a partnership, in which case the election would 
be made in the investors’ first return. Care should be taken that this form 
is filed where investors are collaborating but not filing regular partnership 
returns, in order to assure the right to deduct intangible drilling expenses. 

If the election to treat intangible drilling expenses as ordinary deductible 
expenses is not properly made, then they are capitalized. If they are in- 
tangible drilling expenses not represented by physical property, they are 
recovered only through depletion, whether cost or percentage depletion. 
If they are intangible drilling expenses for labor, fuel, repairs, and hauling 
in connection with and represented by physical property such as equipment, 
they are recovered through depreciation.® 

The importance of deducting intangibles as ordinary deductions varies 
with the facts. It will be less important in situations where there is little 
or no percentage depletion in excess of cost depletion, which could be 
true, for example, where the margin of profit is relatively small. It is less 
important where cost depletion on the property is relatively high for any 
reason, for example, purchase of the property at a relatively high price. 

To most investors, however, it is of great importance that they elect 
to deduct intangible drilling expenses as ordinary deductions. It must be 
borne in mind that in order ever to deduct such expenses, the election to 
do so must be made in the income tax return for the first year in which the 
taxpayer has such expenses. The benefit of the privilege increases in value 
the higher the investor’s tax rate would be without such deductions. Assume 
the top portion of the taxpayer’s income is taxed at the rate of 75 per cent. 
This taxpayer can do a dollar’s worth of drilling at a cost of twenty-five 
cents because the seventy-five cent difference is saved in income taxes. This 
taxpayer’s dollars are said to be “twenty-five-cent dollars.” The deduction 
comes out of the top of his income. It is not uncommon that an investor is 
spending “ten-cent dollars.” This means that the net out-of-pocket expense is 
relatively small. If by chance the investor’s drilling is successful, he will 
have obtained at relatively low cost a valuable asset with income possi- 
bilities hereinafter discussed. If the drilling is a failure, he will be poorer, 
by the amount of the cheap dollars, than if he had not spent his money on 
drilling and had paid unreduced income taxes. Some things are worse than 
taxes. 


“voiding Capitalization of Expenditures 


In keeping with what has just been said with respect to intangible drill- 
ing expenses, it is usually part of the right program for an investor to en- 
deavor to avoid capitalization of expenditures as cost of property. It is en- 
tirely possible that substantially the same results, not considering taxes, may 


8 Int. Rev. Cope or 1954, § 761(a); Treas. Reg. § 1.761-1(a) (2) (1956). 
®Proposed Treas. Reg. § 1.612-4(b), 21 Fed. Reg. 8447 (1956). 
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be derived from an expenditure in any one of several forms. However, con- 
sidering the impact of income taxes, the form chosen may produce very 
different results. For example, it will be preferable to make expenditures 
for the drilling of a well rather than for the acquisition of the lease property. 

Where an investor acquires a fractional part of the working interest 
in a lease in consideration of a promise to drill a well, the cost of drilling 
must be treated as a part of the cost of the interest acquired in the lease to 
the extent of the fraction of the working interest not acquired. Payment 
of a greater percentage of the expense of drilling than the percentage of the 
working interest in oil receivable must be capitalized to the extent of the 
excess. If the assignor is otherwise agreeable, the capitalization of part of 
the investor’s expenditures in these situations may be avoided by allowing 
the investor to recover cost out of the total production or out of a per- 
centage of production greater than his ultimate percentage. Also, it may 
be arranged that the investor acquiring the working interest by drilling a 
well give the assignor a royalty instead of permitting the assignor to retain 
a portion of the working interest. In such an arrangement, the investor 
owning the working interest is permitted to deduct all of his drilling ex- 
pense notwithstanding that the party from whom he acquired the working 
interest retained a royalty interest.!° 

Deductible expenses should be separated from capital items. The in- 
vestor may make a payment of cash to cover his acquisition of an interest 
in the lease and his part of the cost of drilling a well. The investor should 
arrange that the price he pays for a portion of the working interest and for 
drilling a well be separated and not lumped together. The contract for 
drilling can be very simple but it should be separate for several reasons. 
Sometimes investors pay a turnkey contract price for drilling and completing 
a well or a price per foot for drilling to a specified depth as their fractional 
part of the expense without regard to the actual cost. This is proper and 
the expenditure will be deductible if reasonable.1! If the price is so large 
as to obviously include something for lease acquisition, it may be questioned. 

The statement that generally the taxpayer should avoid capitalization 
of expenditures as cost of the property, is a statement of a general rule. 
There are exceptions but these exceptions permit only limited room for 
maneuvering. For example, where the investor’s current income is less than 
the possible expense deductions, it may be undesirable for him to treat 
expenditures as ordinary deductions. Treatment as ordinary deductions 
would produce an operating loss. There are real questions as to whether 
deductions attributable to an investment in oil and gas could be deducted 
in computing a net operating loss except to the extent of non-business in- 
come. It has been seriously urged on the part of the Internal Revenue 


10 Id. §§ 1.612-4(a) (1), (2), at 8446. 
U Jd. § 1.612-4(a) (3). 
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Service, at times, that some investors in oil and gas exploration and opera- 
tion are not engaged in a trade or business but that they are only passive 
investors not greatly different from an investor in stocks or bonds. On this 
view, the deductions attributable to such investments would be non-business 
deductions. Section 172(d) of the Code provides that in computing the net 
operating loss, non-business deductions of a taxpayer, other than a corpora- 
tion, will be allowed only to the extent of the amount of the gross income 
which is not derived from the taxpayer’s trade or business. For this purpose, 
salary is “business” income. It is pertinent that the Tax Court and the 
Seventh Circuit have held that rent from even a single piece of realty is 
business income, but the Second Circuit has held to the contrary.!2 An in- 
vestor in such a position might try to keep the purely capital items high and 
the deductible items low. Again it must be kept in mind that the election 
or non-election as to intangible drilling expense is binding and permanent. 
At least an investor in such a position might trim his program mindful of the 
questions as to his receiving adequate tax benefits. 

As a further exception, an investor may have a low income from other 
sources in a particular year or years. If such an investor has reason to expect 
that his taxable income will be higher and that he will be subject to tax at 
higher rates in later years, he might well consider that it is preferable to 
postpone his expenditures or to have his expenditures capitalized in the 
current year and take deductions in the later year as cost depletion or 
depreciation. 


Exclusion of Income From Gross Income 


Considering further the general rule that an investor should make the 
maximum portion of expenditures deductible from income in determining 
taxable income, consideration should be given to the proposition that where 
possible, the investor should exclude income from his gross income as against 
including it and then deducting it. On this basis the investor has no prob- 
lems as to deductions. He doesn’t take in the income and then take deduc- 
tions against it. A good example of a method to achieve such exclusion is 
an oil payment, the income of which is treated as income of the owner of 
the oil payment, rather than as income of the owner of the working 
interest.13 

An oil payment is frequently used in acquiring a working interest. 
Moneys paid out wider a proper oil payment do not pass through the gross 
income of the investor in the working interest. As to such oil payment there 
is no problem of deductibility. The oil payment income gross is simply 
excluded from the income of the owner of the working interest. Stated 


12 Reiner v. United States, 222 F.2d 770 (7th Cir. 1955); Grier v. United States, 
218 F.2d 603 (2d Cir. 1955); Anders I. Lagriede, 23 T.C. 508 (1954). 


13 Thomas v. Perkins, 301 U.S. 655, 57 Sup. Ct. 911 (1937). 








SUMMER] TAX PLANNING FOR THE INVESTOR 607 


another way, the investor in the working interest in acquiring it subject to 
an oil payment would have a relatively low acquisition cost. Such an ex- — 
clusion, rather than deduction, is important in connection with percentage 
depletion. This method of acquisition may also be important to the in- 
vestor from the point of view of financing since there is no personal lia- 
bility and the investor’s balance sheet, for credit purposes, will not show a 
liability. 


MaxtmuM UNTAXED INCOME—PERCENTAGE DEPLETION 


In general, the investor should strive for maximum untaxed income 
through obtaining percentage depletion in excess of cost depletion. 

There are two methods of taking depletion—cost depletion under sec- 
tion 611 and percentage depletion under section 613 of the Internal Revenue 
Code of 1954. The investor is allowed whichever one, cost depletion or 
percentage depletion, produces the largest amount computed for each year 
in which the property produces. Cost depletion simply returns the investor’s 
cost. Percentage depletion, applying only where it exceeds cost depletion, 
returns to the investor tax-free income in excess of the investor’s cost. 

Cost depletion is allowable to owners of an economic interest in the oil 
or gas.!4 They share in the income from the oil and gas in a property. Such 
owners include the owner of a working interest in a lease, the owner of a 
royalty, the owner of an oil payment, the owner of a carried interest, the 
owner of at least certain net profits interests, the landowner receiving a 
bonus for a lease, and others. A taxpayer not qualifying for cost depletion 
may be entitled to some other deduction such as amortization. 

Cost depletion is an amount determined by dividing the tax basis by 
the number of barrels of oil or thousands of cubic feet of gas estimated to 
be recoverable, which will give the unit of cost depletion for each barrel of 
oil or thousand cubic feet of gas actually recovered during the taxable 
year.15 

If it develops at some time, later than the original estimate of the oil 
and gas reserves, that the remaining reserves are more or less than had 
previously been estimated, the unit of cost depletion will be revised be- 
ginning as of the time of the later estimate. The new unit of cost depletion 
will be based on the original cost less depletion of all kinds taken to that 
date divided by the newly estimated units of reserves.'¢ 

The cost which may be recovered by depletion includes the cost of 
acquisition of the interest in the oil and gas, such as payments for the lease 
and intangible drilling costs to the extent not represented by physical prop- 


14 Proposed Treas. Reg. § 1.611-1(b), 21 Fed. Reg. 8440 (1956). 

15 Td. § 1.611-2(a), at 8441. 

16 Int. Rev. Cope or 1954, § 611(a); Proposed Treas. Reg. § 1.611-2(c) (2), 21 Fed, 
Reg. 8441 (1956). 
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erty, if the taxpayer has elected to capitalize such intangible drilling costs 
rather than deducting them as expenses. The cost basis does not include 
ordinary expenses such as operating expenses, taxes, and the like.?7 

Percentage depletion may only be taken by the persons receiving in- 
come through an economic interest in the oil and gas. They are the same 
people who would be entitled to cost depletion whenever it exceeds per- 
centage depletion.’® Insofar as the excess of percentage depletion over cost 
depletion is concerned, there is no other deduction which might be taken in 
its place, so that it is especially important to possess the economic interest 
required to qualify for percentage depletion. Percentage depletion is com- 
puted without reference to cost of the interest in oil and gas. It may be 
taken even where there was no original cost or where the original cost has 
been exhausted by earlier deductions of either cost or percentage depletion.’® 
It is an allowance of an arbitrary 27% per cent of gross income limited to 
not more than 50 per cent of the net income of the taxpayer, computed 
without allowance for depletion, from the property. This limitation to 50 
per cent of the net income is very important in tax planning. 

Both gross income and the 50 per cent of net income are determined 
with reference to each particular property separately. For this purpose, 
the term “property” means the interest owned by the taxpayer in any 
mineral property. A property may become divided into two or more 
properties by means of execution of conveyances or leases carving up the 
original property. Generally, there will be a separate property to be con- 
sidered in each instance where separate treatment would be necessary for 
gain or loss purposes. For instance, if an investor acquires one lease from 
the owner and another lease to adjacent land from a second owner, he would 
clearly have two leases, each with its own cost. If he acquired two con- 
tiguous tracts by one lease from one lessor, they would constitute one 
property. 

The Internal Revenue Code of 1954 allows the combining of interests 
in certain restricted circumstances. The Technical Amendments Act of 
1958 amended these provisions.?° It may be said generally that combination 
will not be permitted where it would produce awkward and difficult tax 
computation problems. This is an involved subject, the details of which are 
beyond the scope of this discussion. The investor is ordinarily only con- 
cerned with the simple proposition that each oil and gas interest acquisition, 
which is usually an interest in a lease, should be treated separately. 


17 Proposed Treas. Reg. §§ 1.612-4(b), (c), 21 Fed. Reg. 8447 (1956). 

18 Herring v. Commissioner, 293 U.S. 322, 55 Sup. Cr. 179 (1934); Commissioner 
v. Kirby Petroleum Co., 148 F.2d 80 (5th Cir. 1945), rev’d, 326 U.S. 599, 66 Sup. Ct. 
409 (1946); Proposed Treas. Reg. § 1.613-1, 21 Fed. Reg. 8448 (1956). 

19 Burton-Sutton Oil Co. v. Commissioner, 328 U.S. 25, 66 Sup. Cr. 861 (1946); 
Commissioner v. Rowan Drilling Co., 130 F.2d 62 (Sth Cir. 1942). 

20 Int. Rev. Cope or 1954, § 614. 
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Gross income from the property ordinarily means the amount for 
which the taxpayer sells the oil and gas in the immediate vicinity of the 
well. If the oil or gas is transported or converted into refined production 
prior to sale, the gross income will be limited to the value in the vicinity of 
the well before transportation or conversion.” 

Income from oil or gas includes not only income realized from the 
actual sale of barrels of oil and cubic feet of gas, but certain realizations 
which are derived from the oil and gas in the ground and may be con- 
sidered anticipatory. A bonus received by a land owner on making a lease 
is considered depletable income.?? The income received on the sale of an 
oil payment is taxed as ordinary income and is considered depletable in- 
come.?8 

The owner of the working interest excludes from his gross income 
amounts paid to royalty owners and to owners of true oil payments and 
net profits interests.24# Such owners are owners of economic interests in 
the oil and gas and are entitled to depletion deductions on their own income. 
The gross income of the owner of a net profits interest is the amount of the 
profit paid to him, and does not mean a percentage of the gross proceeds 
from production. It is the amount of the net profit paid over that the owner 
of the working interest excludes from his gross income. As to carried 
interests, there is some uncertainty. The position of the Internal Revenue 
Service has been that the carrying operator reports all the income which 
he receives and takes all the deductions allocable thereto during the payout 
period as expressed in GCM 22730.25 The situation was confused by 
acquiescence to the decisions in contrary cases. The proposed regulations 
under the Internal Revenue Code of 1954 follow GCM 22730.27 A bonus 
paid by a lessee in acquiring a lease must be excluded by the lessee from 
his gross income, as representing the economic interest of the lessor, in an 
amount each year determined by spreading the bonus over the estimated 
reserve. 

The net income from the property means the gross income from the 
property less allowable deductions such as overhead, operating expenses, 
intangible drilling costs treated as expense deductions, depreciation, taxes, 
and the like, but not including any allowance for depletion. 


21 Proposed Treas. Reg. § 1.613-3(a), 21 Fed. Reg. 8450 (1956). 

22 Herring v. Commissioner, supra note 18. 

23 Commissioner v. P. G. Lake, Inc., 356 U.S. 260, 78 Sup. Cr. 691 (1958). 

24Burton-Sutton Oil Co. v. Commissioner, supra note 19; Kirby Petroleum Co. 
v. Commissioner, 326 U.S. 599, 66 Sup. Cr. 409 (1946). 

25 Detroit Edison Co. v. Commissioner, 319 U.S. 98, 63 Sup. Cr. 902 (1943); G.C.M. 
22730, 1941-1 Cum. Butt. 214. 

26 J. S. Abercrombie Co., 7 T.C. 120 (1946), aff'd, 162 F.2d 338 (Sth Cir. 1947), 
acq.,' 1949-1 Cum. Butt. 1. 

27 Proposed Treas. Reg. § 1.612-4(a) (2), 21 Fed. Reg. 8446 (1956). 














610 OIL AND GAS LAW [Vor. 1959 


Depreciation on equipment should be studied with reference to its 
effect on the 50 per cent of net income limitation on the percentage deple- 
tion allowance. The investor must consider whether a method of accelerated 
depreciation will produce the best result and whether a short life will pro- 
duce the best result. Of course, you cannot expect approval of different 
estimated lives of similar equipment on similar operations. This calls for 
an overall view. The investor shouldn’t assume without study that the 
highest possible depreciation is best. 

Consideration should be given to section 179, added to the Code by the 
Technical Amendments Act of 1958, which allows a taxpayer a special 
depreciation allowance of 20 per cent in the year in which new or used 
property is purchased up to purchases of $10,000 by a taxpayer on a separate 
return, and up to $20,000 of purchases on a joint return. This allowance 
applies only to the first year and is in addition to depreciation regularly 
taken in the first year. In many situations this would seem to enable an 
investor to take the extra 20 per cent the first year when his intangible 
drilling expense is high and when he may have little or no percentage deple- 
tion and then to use a regular method producing smaller annual deductions. 

The deduction of intangible drilling expenses in the case of a taxpayer 
who has elected to deduct such expenditures is of particular importance in 
planning to take maximum advantage of percentage depletion. 

The computation of depletion is on an annual basis. The 27% per cent 
of gross income limited to 50 per cent of net income is the amount computed 
for each taxable year separately. The limitation to 50 per cent of net in- 
come is apt to come into play in a year when there are high deductions for 
intangible drilling costs. Each case will depend on its own facts. In gen- 
eral, as to each separate property, it will be desirable to have as few years 
as possible in which intangible drilling costs appear, so that intangible drill- 
ing costs will have their effect in perhaps only one year or in as few years 
as possible. This will leave a maximum realization of net income in rela- 
tion to which percentage depletion may be taken. If a discovery well is 
drilled on a lease in one year and there are several more development wells 
to be drilled, it may be desirable to drill the other wells in the same year. 
Sometimes this planning will be carried to the extent of firmly contracting 
for and paying for the drilling of a well at a fixed price before the end of 
the year, even though the well may not be completed at the end of the 
year. The objective is simply to get as much percentage depletion as possible 
by concentrating into the fewest possible years the intangible drilling ex- 
pense deductions which reduce net income and bring the limitation on per- 
centage depletion into play. 


CapitaL Garns 


In general, the investor will plan for capital gains through sales of oil 
or gas assets. One of the problems of the oil investor who has created a 
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valuable asset through deductible tax expenditures is that if he realizes on 
~ that asset through production, he realizes on it as ordinary income at heavy 
tax rates (even considering the 274 per cent deduction for percentage 
depletion.) Of course, there is the serious practical problem of finding a 
buyer. Some investors find it difficult to make a sale at what they feel is 
the true fair value. 

Long-term capital gains bear a tax of not more than 25 per cent, and 
furnish one of the very few means of producing substantial money in hand 
after taxes. Interests in oil and gas leases constitute real property used in 
business, which receive capital gain treatment on gains in excess of losses, 
except in the case of a dealer in oil and gas properties. 

Capital gain results on sales of oil and gas properties are especially 
attractive to the investor who acquires an interest in undeveloped or only 
partially developed property and develops it through drilling wells, much 
of the cost of which he deducts as ordinary expenses. The ordinary ex- 
penses are deductible from all income and reduce the investor’s taxes, but 
by means of the expenses, if he is successful, he will create valuable capital 
assets which possibly then may be sold and the gain be taxed at capital 
gain rates. It is one of the few situations under the income tax laws where 
ordinary deductions may be translated into capital gains. As is often said, 
a high bracket taxpayer may expend, in effect, income dollars which are 
worth only ten cents to him (after taxes) and in return obtain a valuable 
capital asset on which, if he decided to sell, he may realize dollars of gains 
which are worth seventy-five cents to him. 

With respect to capital gains, an important problem is how many times 
a person can acquire and sell such interests without becoming a dealer for 
income tax purposes. Of course, the gains of a dealer are ordinary income. 
The dealer problem of the person who buys and sells ordinary real estate 
is a familiar one. The same problem exists with respect to oil and gas inter- 
ests. The courts have held that a man is a dealer who has bought, developed, 
and sold where his intention was to develop or purchase for resale. His 
intention may be shown by his course of dealings.?8 The investor should 
endeavor to keep his record straight that he is not investing for the purpose 
of sale. Before making a sale he should carefully consider his fact picture 
on the question of whether he may be treated as a dealer and the conse- 
quences of such treatment. 

Section 632 of the Internal Revenue Code of 1954 somewhat reduces 
the dealer problem in so far as the sale of oil and gas properties is con- 
cerned. Under this special provision, in the case of a bona fide sale of any 
oil or gas property or interest therein, if the principal value of the property 


28 Foran v. Commissioner, 165 F.2d 705 (Sth Cir. 1948); Greene v. Commissioner, 
141 F.2d 645 (5th Cir. 1944); Vern W. Bailey, 21 T.C. 678 (1954); Barron Kidd, 7 
CCH Tax Ct. Mem. 685 (1948). 
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has been demonstrated by exploration or discovery work done by the tax- 
payer, then the portion of the surtax income tax imposed under section 1 
attributable to such sale shall not exceed 30 per cent of the selling price of 
such property or interest. Section 1 of the Internal Revenue Code of 1954 
provides that the normal tax is 3 per cent of the taxable income and the 
balance of the total income tax is surtax. A 3 per cent normal tax plus 30 
per cent surtax makes a maximum tax of 33 per cent of the selling price. 

Under this section, it makes no difference whether the investor is a 
dealer or not. The portion of the surtax attributable to the sale is based 
on the proportion of the taxable income from the sale to the taxpayer’s 
entire taxable income. In any case, the top rate of tax will not exceed 33 
per cent of the selling price. 

Notice that the section only applies where the principal value results 
from the taxpayer’s exploration and discovery work. 

Observe that the 30 per cent (really 33 per cent) limit is 30 per cent 
of the entire selling price, not merely 30 per cent of the gain. If the in- 
vestor had an important amount of capitalized cost, the gain might be con- 
siderably less than the selling price, which would mean that the 30 per cent 
(33 per cent) tax rate limit based on the selling price might be a con- 
siderably higher rate on the gain itself. Of course, the effective rate on the 
gain depends on the facts in each case. Where taxpayers deduct their in- 
tangible drilling expenses as ordinary expenses so that they are not a part 
of the capital cost, the section should in many cases produce a rate lower 
than the ordinary income tax rates, especially in the case of a high bracket 
taxpayer. 

The best treatment is capital gain treatment but if an individual is 
found to be a dealer, he may still have considerable relief under section 632. 

With respect to planning for capital gains, an investor must be watchful 
that his transaction disposing of the property constitutes a sale as tested 
for tax purposes. A simple sale of all or a part of a working interest or a 
simple sale of a royalty would be treated as a sale. However, a sublease given 
for a cash consideration exceeding cost of equipment would not be treated 
as a sale and would result in ordinary income, not in capital gain. If a lessee 
or owner of a lease disposes of it for cash and also retains an oil payment, 
the cash would be treated as arising from a sale of a capital asset producing 
loss or gain and would not be subject to depletion. Receipts from the oil 
payment would be subject to depletion as previously mentioned.?® On the 
other hand, if the lessee or owner of the lease sells the lease for cash and 
also retains a permanent overriding royalty or other interest that runs for 
the full life of the property, the transaction will not be treated as a sale 
(except as to the equipment) and the cash would result in ordinary income 


2° Columbia Oil & Gas Co. v. Commissioner, 118 F.2d 459 (5th Cir. 1941); Com- 
missioner v. Fleming, 82 F.2d 324 (Sth Cir. 1936). 
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subject to depletion to the extent it exceeded cost of equipment—a treatment 
* similar to that in the case of a bonus.®® In one case the royalty represents a 
permanent interest coinciding with the life of the oil and gas property. In 
the other case, the oil payment has a term of life less than the life of the 
oil and gas property. The difference in tax results is very great. The in- 
vestor owning a lease and planning disposition would need to take into 
account the difference in tax results which depend on whether he retains 
an overriding royalty or similar interest at all or in lieu thereof seeks the 
best aggregate in cash and retained oil payment that will not run the full 
life of the property. The foregoing is merely an illustration of the results 
which might come as a surprise to an unadvised investor. 

In any of the foregoing situations, cash treated as proceeds from a sale 
will consume the taxpayer’s basis, while cash treated as ordinary income will 
have no effect on his basis. 

A good many years ago it was thought that the sale of an oil payment, 
while retaining the balance of the working interest, produced a capital 
gain. A good conservative oil payment would be readily marketable at near 
its face amount and such a sale would be a splendid way of realizing on the 
oil and gas property at capital gain rates, leaving 75 per cent of the gain tax 
paid in the investor’s hands. However, in 1946 the Bureau of Internal 
Revenue took a contrary position. The Tax Court held in some cases that 
such sales should be treated as sales producing capital gains. The Fifth 
Circuit Court of Appeals followed the Tax Court view. Many practitioners 
feared that in the present climate of our jurisprudence the position of the 
Tax Court would be overturned, and there were in fact moves made in 
Congress to reverse the Tax Court result with legislation making gains on 
such sales taxable as ordinary income. The Supreme Court in 1958 settled 
the question, holding that the proceeds of the sale were taxable as ordinary 
income, amounting to an assignment of anticipated income.*! 

Oil payments are frequently used in the financing of oil and gas deals. 
If the owner of an oil and gas property is to obtain any part of his realiza- 
tion through a retained oil payment, he must be careful for tax purposes not 
to sell the oil payment before selling the balance of his interest. His dis- 
position of the oil payment should be simultaneous with or subsequent to 
the sale of all of his other interest in the property, in order to avoid the 
concept that he is simply carving out and selling a fixed amount of income. 
Preferably, the sale of the working interest, reserving the oil payment, should 
occur first, followed by the sale of the oil payment, which will be treated 
as resulting in capital gain or loss. Furthermore, in disposing of the oil 


80 Burton-Sutton Oil Co. v. Commissioner, 328 U.S. 25, 66 Sup. Crt. 861 (1946); 
Palmer v. Bender, 287 U.S. 551, 53 Sup. Ct. 225 (1933); Esperson v. Commissioner, 127 
F.2d 370 (5th Cir. 1942). 

31 Commissioner v. P. G. Lake, Inc., 356 U.S. 260, 78 Sup. Cr. 691 (1958). 
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payment he must be sure that his transaction is such that his disposition will 
be treated as a real sale of the oil payment. If his transaction is one in which 
he is in substance merely mortgaging his oil payment as security for the 
cash he receives, he may be treated as receiving ordinary income as the oil 
payment is paid. 


AvoIpING ASSOCIATION TREATMENT AND SAVING BENEFITS FOR INVESTOR 


It is very important to an investor’s tax planning that he avoid treat- 
ment as an association taxable as a corporation,*? and at the same time that 
he have a workable operating arrangement. Avoidance of treatment as an 
association taxable as a corporation is necessary in order that the investor 
personally may take deductions, receive the untaxed income which is saved 
by percentage depletion in excess of cost depletion, and have the capital 
gains, if any. Generally, capital gains in an association treated as a corpora- 
tion will constitute simple, ordinary income when distributed as dividends. 
Percentage depletion in excess of cost depletion is not deducted in determin- 
ing the amount of earnings available for ordinary dividends so that the 
benefit of percentage depletion is lost when the income is distributed to the 
stockholder. Of course, the investor cannot deduct intangible drilling costs 
from his own income unless the expenditures are treated as expenditures by 
him individually or as a partner, and not as expenditures by an association 
or corporation of which he is a member. 

The new provisions for taxation of certain small business corporations 
as partnerships are not attractive in this connection because the benefit of 
percentage depletion is lost through such a corporation and because of the 
risk of losing qualification as such a corporation and thereby becoming 
taxable as an ordinary corporation.** 


CoNCLUSION 


No amount of tax deductions for oil operations can produce a profit 
where the operations produce no oil. On average experience, the incidence 
of failure to produce is very high. The tax inducements are essential] and 
only careful tax planning will allow the ordinary investor to derive an 
adequate profit from a program of oil exploration and development. 


32 Int. Rev. Cope or 1954, § 7701(a) (3); G. E. Jordan, 28 B.T.A. 372 (1933); Gus 
V. Winston, 22 B.T.A. 1194 (1931); LT. 3930, 1948-2 Cum. Buty. 126; I.T. 3933, 1948-2 
Cum. Butt. 130. 


33 INT. Rev. Cope or 1954, §§ 1371-77. 











TAX PROBLEMS OF AN OPERATOR 
OF OIL AND GAS PROPERTIES 


BY BRUCE H. JOHNSON * 


THE PARTICULAR TAX PROBLEMS of operators of oil and gas prop- 
erties which I wish to discuss fall into three main categories: (1) sharing 
arrangements to obtain the most favorable deduction for intangible drilling 
and development costs; (2) problems arising from the definition of “prop- 
erty” for depletion purposes; and (3) some current uncertainties arising 
from reconsiderations by the Internal Revenue Service of its administrative 
position. 


SHARING ARRANGEMENTS 


Probably the greatest tax benefit enjoyed by operators of oil and gas 
properties is the election to deduct from income the expense of intangible 
drilling and development costs.1 This election is exercised by every tax- 
payer who incurs such costs by deducting them, rather than capitalizing 
them, on his income tax return for the first year in which he incurs such 
costs.? Usually, each fractional owner of the working interest of an oil and 
gas property bears a proportionate part of the intangible drilling and de- 
velopment costs. The regulations * promulgated under the 1939 Code limited 
an operator, in his deduction for those costs, to the proportionate part of the 
total costs which his ownership of the working interest bore to the full 
working interest. Since the several owners of fractional parts of the working 
interest may have differing financial and tax circumstances, it is not surpris- 
ing that efforts were made to shift the benefits of this deduction to the 
operator who, because of his high tax rate and better cash position could 
more easily afford the expenditure (and risk of loss) and at the same time 
receive a greater tax benefit. In order to understand some of the current 
problems, it is necessary to examine some of the sharing arrangements under 
the 1939 Code. 


* BRUCE H. JOHNSON. A.B. 1933, Butler University; J.D. 1936, Indiana 
University; Attorney in Office of Chief Counsel, Bureau of Internal 
Revenue, 1947-1951; Asst Head of Interpretative Division, Office of 
Chief Counsel, Bureau of Internal Revenue, 1950-1951; Partner in the 
firm of Embry, Crowe, Tolbert, Boxley & Johnson, Oklahoma City, 
Oklahoma. 


1See Jackson, Tax Planning Before Drilling: The Operator’s Problem, 1952 Tut. 
Tax Inst. 175. 

2 See Proposed Treas. Reg. § 1.612-4, 21 Fed. Reg. 8446 (1956). 

3 Treas. Reg. 111, § 29.23(m)-16 (1943). 


615 





XUI 














OIL AND GAS LAW [ Vor. 1959 


Proportionate Sharing 


A simple illustration will demonstrate the problem. Assume that 
Operator A has a leasehold which he acquired for $10,000, and he wishes 
B’s financial assistance in developing the property. He might sell a one- 
half interest in the leasehold to B for $5,000, and they might then contribute 
equally to the drilling of the property. If the drilling could have been 
contracted for at a price of, let us say, $30,000, each would be entitled to a 
$15,000 intangible deduction. While this rule is simple, complications could 
arise. For example, if it turned out that A was an oil man in a low income 
tax bracket and B was an investor without any experience in the oil business, 
but in the high income tax bracket, there was a temptation for A to sell a 
one-half interest for $3,000 and agree to see that a well was drilled for a 
total cost of $40,000, with B paying one-half, or $20,000, of the agreed cost. 
This way, supposedly, B would get a $20,000 income tax deduction for a 
total expenditure of $23,000, while A would retain his one-half interest in 
the well and recoup his total initial cost for the lease through his profit on 
the drilling contract. The legal rule was clear, but it was often difficult to 
determine a proper allocation of the total consideration, and Uncle Sam fre- 
quently made his own re-allocation. 


Disproportionate Sharing Arrangements 


The real problems under the 1939 Code arose when disproportionate 
sharing arrangements were involved. This brings us to the carried interest 
and obligation well problems. 

Manahan-Type Arrangement. The classic type of a carried interest for 
an obligation well is set forth in Manahan Oil Co. In that case, the assignor 
conveyed to the operator all the working interest with a reversion of one- 
half of the working interest after payout. Of course, if the well did not 
pay out, the assignee owned all of the working interest during the life of 
the lease. The Tax Court found that the assignee was consequently en- 
titled to all of the intangibles deduction, and was also entitled to all of the 
depreciation on the equipment until payout, after which time he received 
one-half of the depreciation allowable. In such a situation the reversion to 
the assignor carried with it the ownership of one-half of the equipment on 
the property. This arrangement operated satisfactorily with respect to the 
intangibles deduct.on, but since the operator after payout was entitled to 
only one-half the depreciation on the equipment and the owner of the re- 
version was entitled to none (because he had paid nothing for the equip- 
ment), there was a tax loss in the sense that no depreciation was available 
for one-half of the equipment after payout. 

Herndon-Type Arrangement. In Herndon Drilling Co.,5 the same eco- 


48 T.C. 1159 (1947). 
56 T.C. 628 (1946). 
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nomic result was obtained but by a somewhat different method. The as- 
~ signor conveyed a fractional interest in the working interest to the assignee 
(let us say, one-half). On the same day, but by a separate instrument, the 
assignor carved out a production payment to the assignee from his retained 
interest which was to equal one-half of the drilling cost, one-half of the 
completion cost, and one-half of the operating costs until payout. The 
assignee was thus entitled to all of the production until reimbursement of 
cost, with the operator being required to drill and complete one well at the 
assignee’s sole expense. Thereafter, the parties were to share the expenses 
proportionately. The controversy centered on the analysis of the contracts 
for tax purposes. The assignee was sustained in his contention that he was 
entitled to deduct all of the drilling and development costs attributable to 
his fractional part of the working interest, in our case, one-half. He was 
entitled to depreciation on his share of the equipment and to deduct one-half 
of the lifting costs. No deduction for intangibles was permitted with respect 
to the one-half represented by the production payment, nor to the deprecia- 
tion or lifting costs attributable to the production represented by that pro- 
duction payment. However, this operator was successful in having the 
production payment treated as a separate property, so that his cost deple- 
tion for the production payment exactly equalled the production obtained 
therefrom, and he thus indirectly got the benefit of a complete write-off of 
the intangibles and of the depreciation on the equipment, as well as the lift- 
ing costs. This gave a better tax result to the taxpayers considered as a 
group than the Manahan decision, since there was a full deduction for the 
depreciation on the equipment reverting to the carried party after payout, 
although it was recovered in the form of cost depletion on the production 
payment, rather than as depreciation. 

This beneficial tax advantage would have been lost to the taxpayer if 
Herndon had not been sustained on the proposition that it had received two 
properties rather than one by the assignments. In the published action on 
decision in that case, the Commissioner filed an acquiescence and a non- 
acquiescence, with the non-acquiescence relating only to the issue of whether 
the taxpayer had acquired two separate properties for depletion purposes or 
only one interest in the property.® 

J. S. Abercrombie Co. Case." Confusion was added to the problem when 
the decision in Abercrombie was acquiesced in by the Commissioner. The 
Abercrombie case involved essentially the same economic situation as 
Manahan and Herndon, but because of different language used, the Tax 
Court held that the full interest had not been conveyed to the assignee and 
that the carrying party had simply advanced funds to the carried party, 
so that the carried party was, to the extent of his interest, entitled to the 


6 1946-2 Cum. Butt. 3, 6. 
77 T.C. 120 (1946). 
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intangibles deduction on the drilling and the depreciation on the equipment 
and was also taxable on the income during payout to the extent of his re- 
tained one-half interest. 

These three decisions, employing different methods of shifting the de- 
duction for intangibles, but getting different tax results on what was es- 
sentially the same economic problem, created substantial confusion. This 
confusion was compounded by the non-acquiescence of the Internal Revenue 
Service in the Herndon decision and by the fact that the field offices of the 
Commissioner generally did not follow the Abercrombie case, at least where 
the carried party was not carried for the entire lease. To achieve more 
certainty than was available on the carried interest, a variety of substitutes 
for the traditional carried-interest arrangement sprang up. Some of these 
substitutes were: an assignment of the entire interest to the drill site only, 
but with fractional interest being assigned in non-contiguous leases; the 
assignment of the entire working interest with a retained overriding royalty; 
the use of a retained override convertible into a working interest after pay- 
out or after partial payout; the use of a retained net profits interest; the use 
of a variable overriding royalty; and the use of some retained interest with 
a right to come into fractional ownership of the working interest on pay- 
ment of a portion of the drilling and completion costs sustained with respect 
to the optioned working interest. 

In most of these instances, favorable tax treatment resulted. Some 
assignees of drill site and other acreage found, to their sorrow, that the other 
acreage was construed to be a bottom-hole contribution, which reduced 
the total intangibles available to the owner of the working interest of the 
drill site; where the option to convert into a working interest rested with 
assignor, the deduction of all of the intangibles by the assignee was generally 
upheld in the field. Where a net profits interest was retained, some difficulty 
was found in expressing the accounting for the net profits interest and the 
holder of the net profits interest suffered a reduced depletion allowance, 
since he got depletion only upon the amount received and not upon the gross 
proceeds before lifting costs. It was against this background that the 1954 
Code was enacted. 


Carried Interests Under the Proposed Regulations 


Section 263(c) of the Internal Revenue Code of 1954 gave the first 
statutory authorizacion to the deduction of intangible drilling and develop- 
ment costs. Prior to that time the election to expense intangibles was con- 
tained in the regulations. This new Code subsection required the Com- 
missioner to prescribe regulations which corresponded with the prior regu- 
lations granting the option to deduct intangible costs as expense.® After 


8 Treas. Reg. 111, § 29.23(m)-16 (1943). 
® Supra note 2. 
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considerable delay, regulations were proposed by the Treasury Department 
in 1956, but final regulations have not yet been adopted. 

The proposed regulations represent a laudable attempt to dispel some 
of the confusion arising from the disproportionate sharing arrangements 
just discussed. They adopt an entirely new approach, which, in view of the 
mandate Congress gave with respect to prescribing the regulations, throws 
some doubt upon the validity of these new regulations if they are finally 
adopted. Under the proposed rules, an operator is limited to the lesser of 
(1) the amount paid by him for the intangible costs (as in the 1939 Code), 
or (2) his fractional share of the operating net income during payout times 
total cost. “Operating net income” is defined to mean the gross produc- 
tion less the production attributable to royalties, production payments, and 
net profit interests. “Payout” occurs when the operating net income (after 
operating expenses) equals all tangible and intangible costs of drilling and 
development borne by the operators. 

Generally speaking, the proposed new rules give satisfactory results to 
most of the types of sharing arrangements prevalent under the 1939 Code. 
Where two persons share in the drilling costs, each of the parties gets as a 
deduction the amount he has paid in, unless it is a greater amount than the 
total drilling and development costs times the fractional interest of each in 
the gross income from the property attributable to the working interest 
during the payout period. 


Comparison of Tax Results 


Under the new rule, in the Manahan type of carried interest, the carry- 
ing party would get the full intangible deductions since he gets all of the 
working interest income until payout.!° In the drill site deals, the actual 
operator gets the full deduction for the intangible drilling and development 
costs, and the same result follows with respect to the arrangements employ- 
ing overrides with automatic conversion after complete payout, the variable 
overrides, and those employing only a retained net profits interest. In all 
of these sharing arrangements the carrying party gets the full intangible 
deduction because that party is entitled to all of the operating net income 
until payout. 

The proposed rules would change the result in the so-called Aber- 
crombie type of sharing arrangement. Since the carrying party would be 
entitled to all of the production prior to payout, the carried party would 
get none of the deduction. Another type of sharing arrangement in which 


10 The justification under the 1939 Code for giving the carrying party the deduc- 
tion for all the intangibles is that, until payout, he is the owner of all the working 
interest and the carried party’s future right to ownership may never materialize; the 
test under the 1954 Code is ownership of the gross proceeds from production during 
payout. This over-simplification seems to express accurately the difference in approach. 
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a different result obtains under the new rules is where a retained override 
with automatic conversion after partial payout to a working interest is 
employed. For example, where the full working interest is assigned with a 
reversion of one-half of the working interest after the intangible drilling 
costs have been recovered, but not the equipment costs, under the Manahan 
case the assignee would get all of the intangibles; under the proposed rules, 
since the operating net income does not go to the operator who pays the 
costs exclusively during the complete payout period, the assignee would get 
less than the full intangibles deduction." 

Many problems are not determined under the proposed regulations. For 
example, the allocation of the intangibles deduction under the proposed rules 
where the assignor of the working interest retains a non-operating interest 
with an option to convert his non-operating interest into a working interest, 
with or without additional payments to the assignee, is not at all clear. Such 
arrangements are not uncommon and might be brought about by an agree- 
ment whereby A assigns all of the working interest to B, reserving a one- 
fourth overriding royalty interest with the option of converting that over- 
ride into a one-half of the working interest after B has recovered all of his 
intangible drilling, development, equipping, and operating costs. Or, the 
arrangement might permit A to effect the conversion at any time that he 
pays up one-half of the balance of B’s unrecovered costs. In the first 
alternative B may be entitled to all of the gross proceeds from production 
until payout if the option is not exercised, so he might be entitled to all of 
the intangible deductions; suppose, however, under either alternative, the 
option is exercised prior to payout. Does this retroactively cut down the 
drilling deduction to which B would otherwise have been entitled? Suppose 
he has deducted those drilling expenses in a prior period. Is he required 
to file an amended return? Or is he required to take into income the amount 
paid attributable to the drilling costs for which A is reimbursing him? Is A 
entitled to any intangibles for which he reimburses B? These are some prob- 
lems that have been raised before the Internal Revenue Service. They may 
or may not be answered by the final regulations which will indicate what 
the tax treatment will be at the administrative level. 

There are other complications, but I will mention only one more. The 
regulations state that the new test is to operate on a “well” basis, rather than 
on a “lease” or “property” basis. Thus, if a Manahan-type carried interest 
extends for more than the first well on a lease, it will ordinarily be provided 
that the assignee shall recover his drilling and equipment costs out of the 


11 See Example (2), Proposed Treas. Reg. § 1.612-4(a) (4), 21 Fed. Reg. 8447 (1956), 
where L assigns % of his interest and O obligates himself to drill, equip, and operate 
a well with the right to take all of the oil and gas until O has been reimbursed for % 
of all costs of development, the parties sharing proportionately in the proceeds there- 
after. During the complete payout period, O gets % of the operating net income and 
thus only % of his intangible drilling and development costs. 
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first production from the leased property. The parties do not care whether 
the payout comes from the first well or the second well. If the regulations 
were to be strictly applied and the payout is actually derived from both 
wells, it would appear that as to the second well the carrying party would 
not be entitled to the “operating net income” during the complete payout 
period since he would have been reimbursed in part from the production 
of the first well for his drilling costs on the second well. It is my under- 
standing that the Internal Revenue Service did not intend to bring about 
such a result and that the field representatives will probably allow the de- 
duction for intangibles for both wells to the assignee where the parties con- 
sider the property to be the lease rather than each separate well. 


Partnerships 


One of the most important subchapters of the 1954 Code is that on 
partnerships. A great deal of attention has been centered on section 704, 
subparagraph (a) of which provides that: 


“A partner’s distributive share of income, gain, loss, deduction, or 
credit shall, except as otherwise provided in this section, be determined 
by the partnership agreement.” 


This is the rule unless “the principal purpose of any provision in the 
partnership agreement with respect to the partner’s distributive share of such 
item is the avoidance or evasion of any tax imposed by this subtitle.” }* 
This particular benefit is not as new as some persons have believed. Under 
the 1939 Code, partnership agreements had been approved in which pro- 
vision was made for one partner to pay for all of the intangible drilling and 
development costs and the Internal Revenue Service had approved his tak- 
ing a deduction therefor. The advantage apparently flowing from this pro- 
vision is that the operators can, by becoming partners, make their own 
arrangements for the sharing of the intangible drilling and development 
costs, which should be sustained by the courts unless there is no substantial 
jeconomic basis for the disproportionate sharing arrangement.’* 

A not-too-restrictive interpretation of these provisions would solve 
many of these disproportionate sharing problems if the parties are willing 
to operate under a partnership agreement. For example, in the Manahan 
type of carried interest arrangement, we saw that there was some loss to 
the operators, tax-wise, through a loss of the depreciation deduction at- 
tributable to the tangible party reverting to the carried party after payout. 
In the partnership, since the partnership entity, as such, operates the prop- 
erty and there is no shifting of legal interest in the properties, no deprecia- 
tion would be lost. In the Herndon-type arrangement, the taxpayer is faced 


12 Int. Rev. Cope or 1954, § 704(b) (2). 
18 Treas. Reg. § 1.704-1(b) (2) example (5) (1956). 
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with the Commissioner’s non-acquiescence, and the argument as to whether 
two properties have been conveyed or only one may be avoided.'* 

There are other advantages. If a real partnership is created, the enter- 
prise cannot be taxed as an “association” under I.T. 3930, since the definition 
of a partnership excludes the possibility of an association taxable as a 
corporation. The partnership form is available at times when co-owners 
could not elect to be taxed as individuals under section 761. For example, 
the election to be taxed as a tenant in common with other co-owners of the 
working interest is denied whenever the group has as one of its principal 
purposes the cycling, manufacturing, and processing of gas for persons 
who are not “members of the organization.” 

The partnership would therefore seem to be the best vehicle, tax-wise, 
for the joint development of properties. It is being used extensively, but 
there are some disadvantages. Among these is the hesitancy of solvent co- 
owners to risk the liabilities to which they may be subjected by the manag- 
ing partner who may not be very well known to them. Another disadvant- 
age is that at present there have been no regulations even proposed under 
section 7701, which contains the definition of a partnership (and of an 
association taxable as a corporation). Another reason is a fear that the 
partnership provisions may be more strictly applied than their language 
would apparently warrant.!® 


What Is a “Property”? 


Section 614(a) of the Internal Revenue Code of 1954 contains the first 
statutory definition of a mineral property for the purpose of computing the 
depletion allowance. It states that the term means “each separate interest 
owned by the taxpayer in each mineral deposit in each separate tract or 
parcel of land.” This definition was meant to, and did, conform to the ad- 
ministrative practice under the 1939 Code and regulations ?* and rulings 17 
which had so defined a property. Those regulations went on to provide, 
however, that where more than one mineral property was contained in the 


14 The Herndon case involves some tax loss. Although full deductions are allowed 
to the operator for intangibles and tangibles, the deduction represented by cost deple- 
tion on the production payment sacrifices whatever percentage depletion would have 
otherwise been available on the production which satisfies the production payment. 

15In American Bar Ass’n Bulletin, Apr. 1959, p. 27, it is noted that the Internal 
Revenue Service has suspended the issuance of rulings in the limited partnershiv area 
except in very clear-cut cases and also that the Service is considering the possibility of 
“looking through” partnerships to which subchapter K applies and imposing on the 
individual partners the same limitations on deductions of intangible drilling expenses 
as would be applicable if an election had been made not to treat the venture as a 
partnership. Presumably, this means that the Service is considering applying the pro- 
posed regulations under § 612 to determine the intangible drilling and development costs 
as to each partner without regard to the provisions ef § 704. 


16 Treas. Reg. 111, § 29.23(m)-1(i) (1953). 
17 G.C.M. 22106, 1941-1 Cum. Buti. 245; G.C.M. 24094, 1944 Cum. Butt. 250. 
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same lease, as different sands might underlie one tract, two or more of such 
separate properties might be considered to be a single property providing 
it was consistently so treated by the taxpayer. It was generally the practice 
in the oil and gas industry to treat properties on a “lease” basis and if there 
were several sands underlying that same lease, to combine the operations 
from the several sands as one property. In practice, this definition worked 
very well for oil and gas operators. 

The lease, however, was not a satisfactory unit for operators of hard 
rock minerals. A more satisfactory unit for tax and other accounting pur- 
poses was a “mine.” A vein of coal, for example, may indiscriminately run 
through the lands of several owners and be operated from one mine. A 
division of interest by geographical metes and bounds did not at all appeal 
to such operators. They sought to obtain a more favorable definition under 
the 1954 Code and only partly succeeded. They were more successful in 
1958. 

In 1954, at the instance of the coal and other hard mineral operators, the 
statutory definition quoted above from section 614(a) was modified by per- 
mitting the owners of operating mineral interests to elect to treat their 
separate mineral interests (whether separate because of separate conveyanc- 
ing, separate geographical locations, or separate deposits within the same 
geographical location), by combining all or a portion of such separate inter- 
ests into one single “property” for depletion purposes.!§ There were two 
important limitations placed upon this election to aggregate several “prop- 
erties” into one for tax accounting purposes. The first serious objection was 
that while aggregation was permitted, only one aggregation could be made 
in an “operating unit.” What constitutes an “operating unit” is only defined 
in very general terms in the proposed regulations. It must depend upor the 
facts as applied to each taxpayer, and the criteria to be considered are 
whether the operator operates several mineral interests with the same field 
personnel, common supply and maintenance facilities, common processing or 
treatment plants, and common storage facilities.'® 

The second principal objection to the 1954 definition was that, in order 
to aggregate, it was necessary that an election be made in the first tax re- 
turn for the period in which, with respect to any property, any expenditures 
for exploration, development, or operation were incurred. Failure to ag- 
gregate in that return does not mean that the election has been deferred; 
it means that the taxpayer has in effect affirmatively elected to treat the 
separate operating mineral interests as separate properties, and that none 


18 INT. Rev. Cope or 1954, § 614(b). 

19 For two excellent discussions of the background of the 1954 Code provisions on 
the definition of a mineral property and the aggregation rules proposed by the Treasury 
Department, see Aikman, Depletable Properties and Aggregation of Properties, 8TH INst. 
on O11 & Gas Law & Tax. 511 (Southwestern Legal Foundation, 1957); Stroud. Major 
Points of Impact of New Natural Resources Regulations on Oil and Gas, id. at 393, 
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can thereafter be aggregated, except with the consent of the Commissioner. 
I am sure that substantially louder protests would have been heard from the 
oil and gas industry if it had not been for the fact that the Service has 
ruled *° that taxpayers have until the last day of the third month following 
the month in which the final regulations are issued within which to revoke 
any prior elections and to make new ones. Since the final regulations have 
not yet been issued, this gives oil and gas operators an opportunity to make 
a binding election after operations have been underway a while, which will 
enable them to determine the maximum tax advantage to be obtained in mak- 
ing an election. Many operators would willingly forego any future “ad- 
vantages” from the aggregation election for the comparative simplicity and 
certainty of the 1939 Code rules. With those taxpayers in mind, the Congress, 
in section 37(c) of the Technical Amendments Act of 1958, added a new 
subsection “(d)” to section 614. This amendment applies only to operators 
of oil and gas wells and states that such taxpayers “may treat any property 
(determined as if the Internal Revenue Code of 1939 continued to apply) as 
if subsections (a) and (b) had not been enacted,” but goes on to say that 
if any such treatment would constitute an aggregation, then such treatment 
“shall be taken into account in applying subsection (b) to other property 
of the taxpayer.” (Subsection (b) contained the option to aggregate.) 22 

If one were to take the language of this amendment literally, it would 
appear that it authorizes an aggregation of separate deposits within a single 
lease, but provides that if one does elect to treat two sands under the same 
lease as a single property, then that would constitute one aggregation within 
an operating unit and any other aggregation within that operating unit 
would have been invalid under the original 1954 Code rules. Fortunately, 
the Senate Committee Report *? seems to contradict such a literal interpreta- 
tion. It is still necessary to determine what properties lie within an operat- 
ing unit, but the example furnished in the report indicates that an operator 
may have as many “aggregations” under the 1939 rules as one has leases 
within an operating unit, providing 1939 rules are consistently applied 
throughout that operating unit. 

Let us compare the 1954 Code rules with the 1939 rules which have 
been readopted in 1958, as interpreted by the Senate Finance Committee 
Report. Let us assume a taxpayer has leases One, Two, and Three, each with 
multiple zones, within one operating unit. Under the 1954 rules he could 
have aggregated all of the sands in all three leases as one property; or he 
could have combined any of the separate deposits in any one of the three 


20'T.D. 6138, 1955-2 Cum. Butt. 891. 

21For an excellent discussion of the background and effect of the change made 
by § 37(c) of the Technical Amendments Act of 1958, see Schoenbaum, Mineral ‘Prop- 
erty’ as Defined by Technical Amendments Act of 1958, 8 Om & Gas Tax Q. 13 (1958). 


2S. Rep. No. 1983, 85th Cong., 2d Sess, 185-86 (1958). 
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leases into one property unit, but such an aggregation would have required 
that each additional sand in each separate lease be treated as a separate 
property. Under the 1958 amendment, this same operator may treat all of 
the leases as though the 1939 rules apply. Under those rules he could treat 
each of the multiple sands in each lease as separate properties, or he could 
combine them as he chose, so long as he acted consistently with respect to 
that particular lease. If, however, he attempts to combine Sand One on Lease 
One with the same sand on Lease Two, he will be held to have made an 
aggregation under the 1954 rules and will be limited to that single aggrega- 
tion with the result that all of the separate deposits in the other leases within 
the same operating unit will have to be treated as separate properties. 

There are other conditions to the use of the 1939 rules which appear 
in the Senate report, but which do not appear in the statutory language. 

To take advantage of the 1939 rules with respect to properties held prior 
to the effective dates of the 1954 Code, a taxpayer must treat those proper- 
ties as they were treated under the 1939 Code. Suppose that under one lease 
there were three separate deposits and the taxpayer, during the 1939 Code 
years, treated two of those deposits as one property and the third as a 
separate property. If he now adopts the 1939 rules with respect to that lease, 
he must treat that same property consistently, and cannot aggregate all three 
zones into a single property. 

Another penalty set forth in the committee reports is the requirement 
that to take advantage of the amendment, the taxpayer must revoke his 
election under the 1954 Code and treat such properties, for all years that 
are open for the assessment of a deficiency, under the 1939 Code rules. 
This revocation must be exercised, apparently, within three months after 
the promulgation of final regulations under section 614(b).2% Taxpayers 
who have elected to aggregate property under the 1954 Code presumably 
did so because of the tax benefit involved. That tax benefit will now have 
to be given up, to the extent that the statute of limitations does not prevent 
further assessment at the time of making the revocation of election, and an 
additional tax will be owing for all open years. For those years for which 
the statute has run, no adjustment is to be made. This will raise some very 
difficult mechanical problems in determining the basis of such a property 
and make unattractive to many taxpayers who have aggregated their prop- 
erties the use of the 1939 rules with respect to properties aggregated under 
the 1954 Code. 


23S. Rep. No. 1983, supra note 22, at 186, assumes that the time for making a bind- 
ing election to aggregate under § 614(b) might expire on February 1, 1959. On that 
assumption, the report states that, to take advantage of the 1958 amendment, the tax- 
payer must revoke his prior election to aggregate (or to treat the properties as separate 
properties) before that date. A taxpayer could later change only with the consent of 
the Commissioner, who would presumably require consistent treatment and additional 
tax, if any, based on that 1939 Code treatment for all open years. 
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There is no question but that, for most oil and gas operators, the lease 
is the logical property unit. For future years it is expected that most tax- 
payers will use the 1939 rules, at least with respect to properties upon which 
operations were begun after December 31, 1957. The limited advantages 
available to oil and gas operators, however, appear niggardly in comparison 
to the advantages to other mineral operators obtained under the 1958 amend- 
ments. 

For operators other than oil and gas operators, the mine now becomes 
the basic property unit. Operators may still aggregate separate operating 
interests where they may be attributed to a single mine or mines within an 
operating unit. That advantage was available to them after 1954. Now, 
however, they may also “deaggregate” a single property unit or leasehold into 
as many separate units as there are mines upon the lease. Within each operat- 
ing unit a taxpayer may have as many aggregations as he wishes, providing 
each aggregation constitutes one or more mines. 

The hard rock mineral operator may use the 1954 Code rules for all 
years from 1954 through 1957, but he may use the new 1958 rules for those 
years if he chooses; in contrast, if an oil and gas operator wishes to use the 
benefits of the 1958 changes, he cannot have the benefit of the 1954 Code 
rules during the interim period. 

Another important change has to do with the time of making an elec- 
tion on aggregation or deaggregation. The oil and gas operator is required 
to elect for the year in which the first cost was paid or incurred for explora- 
tion, development, or operation. The operator of a mineral other than oil 
and gas properties is permitted to elect his property unit for the year in 
which the first cost is paid or incurred in the development or operation of 
the property. Thus, the removal of the exploration test gives him more time 
within which to determine the property unit which will give him the maxi- 
mum advantage. 

The statute directs the Internal Revenue Service to accept the tax- 
payer’s determination of what constitutes an operating unit or a mine unless 
there is clear and convincing basis for changing his determination. The 
Treasury has stated *4 informally that though this statutory rule does not 
apply to oil and gas operators, there seems no reason for making such a 
distinction and it is intended to apply the same test to all mineral properties, 
including oil and gas. 

Perhaps we shonld not be envious of the greater advantages obtained by 
the operators of mineral resources other than oil and gas, but merely thank- 
ful that the 1958 amendment permits those operators who wish it, to adopt 
the more simplified lease accounting that we knew under the 1939 Code. 


24 Report of letter from Senator Robert S. Kerr to Mr. Russell B. Brown, General 
Counsel, Independent Petroleum Association of America, appearing in Petroleum Week, 
Aug. 29, 1958. 
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CHANGES IN THE COMMISSIONER’S PosITION 


My closing category is concerned with certain problems which face the 
oil and gas operator because of recent court decisions or because the Internal 
Revenue Service is reconsidering its position with respect to the tax treat- 
ment of transactions in which it had a previously accepted position. I have 
already mentioned two such situations: the limited partnership tax status,?® 
and the shifting of intangible deductions by means of a partnership.?° 

The limited partnership has been a favorite in oil and gas development. 
Partnerships are not taxed, but the profits or losses of the partnership are 
attributed directly to the individual partners. If an intervening entity, such 
as a corporation, is used for the development of oil and gas properties, the 
corporation gets the deduction for intangibles and the deduction for per- 
centage depletion. Even though losses may be transmitted directly to the 
individuals through the use of the election by the shareholders under sub- 
chapter S, the deduction for depletion may not, and, furthermore, the sub- 
chapter S election is available only under limited circumstances and under 
certain restrictive conditions. Since percentage depletion in excess of cost 
does not reduce earnings and profits, any distributions by a corporation from 
that source take the character of dividends and not tax-exempt income. Since 
the partnership does not have the characteristics of a taxable entity which 
a corporation has, the individual partners may get their deductions for de- 
pletion, intangible drilling and development costs, and net operating losses 
directly. The refusal of the Internal Revenue Service to rule on the tax 
status of limited partnerships now poses some real financing and tax prob- 
lems. 

It is hoped that the situation with respect to the tax effect of the use of 
a general partnership will be clarified soon. Where the association question 
is not present because the partners are all general partners, we are still faced 
with the possibility that the Internal Revenue Service may “look through” 
the partnership and allocate the intangible drilling and development costs as 
though the partners were co-owners. This would seem to me to be con- 
trary to the provisions of section 704, but it is apparent that efforts are cur- 
rently being made, both within and without the Internal Revenue Service, to 
disregard such entity characteristics of a partnership as remain after the en- 
actment of the 1954 Code. The Internal Revenue Service may receive some 
support for its current questioning with the adoption of legislation which 
presumably will have only prospective application. 

Another change of position has to do with the treatment of a “deferred 


25In American Bar Ass’n Bulletin, Apr. 1959, p. 27, it is reported that the Internal 
Revenue Service has ceased issuing rulings “except in very clear-cut cases,” on the status 
of limited partnerships in real estate transactions pending promulgation of treasury 
regulations under Int. Rev. Cope or 1954, § 7701(a). 


26 Supra note 15. 
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production payment.” A “deferred production payment” frequently arises 
in connection with the sale of oil producing properties when the seller, be- 
lieving there are greater reserves than the purchaser will concede, assigns the 
property but reserves a production payment to commence after the pur- 
chaser has recovered his full purchase price. This might be used whether 
the sale is pursuant to an ABC transaction or otherwise. Until recently the 
Service has treated such assignments as the sale of a working interest and 
the retention of the deferred production payment has not prevented the pro- 
ceeds of the sale from being subject to the capital gains provisions. I have 
been informed that the Internal Revenue Service is presently of the opinion 
that a portion of the consideration of sale should be treated as proceeds of 
a carved-out production payment which, under Commissioner v. P. G. Lake, 
Inc.,?" would mean that some of the proceeds would be considered ordinary 
income subject to depletion. It is not at all clear how the consideration 
would be apportioned between capital gain and ordinary income, and this 
difficulty may account in part for the lack of any public expression by the 
Internal Revenue Service on this subject. 

Another aftermath of the Supreme Court’s decision in Lake has come 
in the form of a private ruling which held that where a taxpayer’s entire 
interest in oil and gas properties was transferred to a short-time trust for 
the life of the beneficiary, with reversion to the grantor thereafter, the 
grantor would be taxable upon the income produced from the property even 
though it was all received by the donee. The theory behind the position 
expressed in that ruling is that such an assignment in trust would be the 
equivalent of an assignment of a production payment unless it can be shown 
that the mineral would be exhausted before termination of the trust. 

The question of when an assignment of property in trust would operate 
to shift the burden of the tax on that income from the grantor to the donee 
has had an extensive history of litigation. It was thought that the 1954 Code 
rules 28 on grantor’s trusts had effectively disposed of the problem. Informal 
protests have been made to the Treasury in an effort to get that informal 
position reversed and the Service’s views publicized. I can see no reason 
why income from a wasting asset, in which corpus also is sold, should get 
less favorable tax treatment, when the entire interest is placed in trust, than 
is accorded income from a stock or bond or any other property which is 
put into a trust with the same terms and conditions. Owners of mineral 
interests have used tl.e trust device extensively to provide income for family 
members and for charities, and it would appear most unfortunate if the 
Service’s position in the presently outstanding private ruling should be 
sustained. 


27 356 U.S. 260, 78 Sup. Cr. 691 (1958). 
28 Int. Rev. Cope or 1954, §§ 671-78. 
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Notes 


DAMAGES IN OIL AND GAS CASES 


The first century of the oil and gas industry has seen many improvements 
in exploration, drilling, and marketing. However, the phenomenal growth of 
this industry has not been without its problems. Among these problems are 
unauthorized entries, violations of express covenants, and breaches of various 
implied covenants. Various means which have been devised to compensate for 
unauthorized geophysical exploration, unauthorized drilling, breach of express 
covenant to drill a test well, and breaches of the implied covenants to develop 
the premises, to protect against drainage, and to market are discussed in this note. 
Where applicable, Illinois law is emphasized. 


‘TRESPASS 


Unauthorized Geophysical Exploration 


Geophysical operations! are widely used to ascertain possible locations of 
oil and gas within the earth. Results of these operations are analyzed by experts 
to determine the advisibility of drilling. Distinct from the land’s leasing value, 
the right to permit entry onto land to conduct geophysical tests or exploratory 
drilling is a valuable property right belonging to the landowner.? 

Various measures of damages have been applied in the trespass cases. Among 
them are: (1) the actual surface damage done; (2) the prevailing price of an 
exploratory permit; (3) the loss in the market value of the lease caused by the 
wrongful exploration and the dissemination of the information gained; and 
(4) the value to the wrongdoer of the information gained.? 

In Thomas v. Texas Co.,* the earliest case involving geophysical operations, 
the defendant found negative results after wrongfully entering plaintiff’s prop- 
erty and conducting its tests. The Texas court awarded plaintiff only nominal 
damages because he was unable to show that the defendant had published the 
information, that the leasing value of his land had been diminished, or that there 
was any physical damage to the land. Thus, the defendant received the benefit 
of the exploration at only a nominal cost.5 

Although the plaintiff-owners in Angelloz v. Humble Oil @ Ref. Co.® had 
denied defendant permission to explore their property, defendant nevertheless 
proceeded to conduct geophysical tests and learned that oil production was im- 
probable. The Louisiana court held that the plaintiffs could recover both for 
the value of an exploratory permit and for the diminution in leasing value re- 


1“These methods all require a combined knowledge and application of the science 
of geology and physics and have consequently been called geophysical methods.” 4 
Summers, Oi & Gas 32 (perm. ed. 1938). 

2 Angelloz v. Humble Oil & Ref. Co., 196 La. 604, 199 So. 656 (1941); see Shell 
Petroleum Corp. v. Scully, 71 F.2d 772 (5th Cir. 1934); Layne Louisiana Co. v. Superior 
Oil Co., 209 La. 1014, 26 So. 2d 20 (1946). 

3See Shine, Measure of Damages in Suits Relating to Geophysical Operations, 29 
Notre Dame Law. 49 (1953). 

412 S.W.2d 597 (Tex. Civ. App. 1928). 

5 See also Shell Petroleum Corp. v. Scully, supra note 2; Lebleu v. Vacuum Oil 
Co., 15 La. App. 689, 132 So. 233 (1st Cir. 1931); Shell Petroleum Corp. v. Puckett, 29 
S.W.2d 809 (Tex. Civ. App. 1930). 

6 196 La. 604, 199 So. 656 (1941). 
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sulting from the unfavorable publicity.7? Since the evidence showed that the 
leasing value of the property was zero after defendant’s operations whereas 
plaintiffs had received numerous offers previously, the court indicated that the 
second measure of damages granted was not too speculative. 

Another possible measure of damages is the value to the wrongdoer of in- 
formation resulting from his wrongdoing. This rule has not found favor with 
the writers on the ground that geophysical information from individual proper- 
ties is meaningless. To get any sort of meaning, it is contended, one must 
analyze results from numerous properties and even after such analysis one has 
only opinions.® It seems, however, that such a measure of damages would be an 
effective deterrent if the value to the wrongdoer could be established with 
sufficient certainty to escape the pitfall of being too speculative. Granted that 
rival oil companies would not accept such an exploration report without ques- 
tion, their opinions should be good evidence as to the value of the information 
to the wrongdoer. 

Recovery generally may be had in the geophysical trespass cases for the 
actual surface or property damage done and for the value of exploration permits. 
And recovery is sometimes allowed for the diminished leasing value of the prop- 
perty resulting from the publication of harmful information wrongfully obtained. 


Unauthorized Drilling 


In their zeal to find oil, some companies have trespassed upon private prop- 
erty and conducted drilling operations. Of the few cases in this area, Kishi v. 
Humble Oil & Ref. Co.!° has probably been the most widely discussed. 

Kishi owned all the surface rights and an undivided three-fourths mineral 
interest in a fifty-acre tract; Lang owned the remaining one-fourth interest. 
They leased this tract to the defendant for oil purposes on December 23, 1919, 
but Lang did not sign the lease until January 29, 1920. Drilling was to commence 
within one year, but defendant exercised its option of renewing for two addi- 
tional years. Sometime after December 23, 1922, oil in paying quantities was 
found on neighboring premises. With Lang’s acquiescence, the defendant entered 
the premises for drilling purposes on January 23, 1923 (more than three years 
after Kishi had signed the lease, but less than three years after Lang had signed 
it) and subsequently drilled a dry hole. Since Kishi’s conduct towards defendant’s 
entry had been rather equivocal and since Lang had acquiesced, the trial court 
found nothing malicious in the entry and held that Kishi could recover only 
nominal damages for the “dry hole trespass.” 

On appeal, the Texas Court of Civil Appeals held that Kishi could recover 
as damages the actual loss sustained, indicating that this would be the lost market 
value of the leasehold rights and privileges in the land. Since the leasing value 
was $1,000 per acre before the drilling of the dry hole, Kishi contended that 
he was entitled to three-fourths of that amount, or $37,500, for fifty acres. The 


™ (T]he proof was convincing that the defendant had not only wrongfully 
availed itself of a valuable privilege upon the plaintiffs’ land for which it must com- 
pensate them, but that by its acts the defendant had caused disparagement of mineral 
quality of plaintiffs’ land resulting in loss to plaintiffs through depreciation of its leasing 
value.” Jd. at 608, 199 So. at 658. 

8See Hawkins, The Geophysical Trespasser and Negligent Geophysical Explorer, 
29 Texas L. Rev. 310 (1951). 
9 Tbid. 
10 261 S.W. 228 (Tex. Civ. App. 1924). 
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court felt, however, that a three-quarter undivided interest might have a lesser 
value than a three-quarter separate interest and indicated that Kishi would have 
to show that he could have leased at that price and would have accepted the 
opportunity but for defendant’s interference.!! 

Thus, the court was willing to allow Kishi to recover for the loss of a 
gambler’s chance. Actually, Kishi owned a speculative interest, in the form of 
property with oil-producing potential, which the defendant destroyed by show- 
ing that in fact there was no oil present. Having a speculative interest rendered 
worthless is a risk which all speculators take. While the result here undoubtedly 
acts as a powerful deterrent against such practices by oil companies, it seems a 
bit harsh on its facts. There was nothing malicious in the defendant-oil company’s 
entry. Admittedly it should be liable in damages for the wrongful entry, for 
actual damages to the land, for the use of the premises, and for any matters in 
aggravation. But to allow damages measured by diminution of the leasing value 
of the premises hardly seems appropriate in non-malicious trespass cases.!2 

While recognizing that the Kishi case was directly in point, the Wyoming 
court refused to follow it in Martel v. Hall Oil Co. In that case, the plaintiffs 
had received an exclusive right to drill, plus a deed for all the oil and gas under 
the land. Defendants claimed under a prior lease which was later canceled by 
court order. However, before the lease was canceled, the defendant had entered 
into a contract to have a well drilled on the premises. After the drilling com- 
pany abandoned the well, plaintiffs sought damages for the destroyed jeasing value 
of the land. The court denied this claim on the ground that it was too speculative 
and awarded nominal damages for interference with the exclusive drilling right. 
Indicating that all the defendant had done was to prove that there was no oil 
or gas at the depth drilled, the court implied that it would be bad policy to 
protect an opportunity to sell a lease which is actually worthless.!4 

These two cases point up the conflict as to the proper measure of damages 
in the “dry hole trespass” cases. The Kishi view is a powerful deterrent against 
trespassing drillers. On the other hand, it must be remembered that one is 
normally not liable for telling the truth. Some would question this analogy by 


11 “We think it was necessary for [Kishi] to have shown that he had opportunity 
to lease, that he was willing to and would have accepted said opportunity, and what 
he could have and would have leased his three-fourths interest in the oil and mineral 
rights in and to said land for at the time alleged.” Id. at 233. 

12See Green, What Protection Has a Landowner Against a Trespass Which 
Merely Destroys the Speculative Value of His Property? 4 Texas L. Rev. 215 (1926). 

13 36 Wyo. 166, 253 Pac. 862 (1927). 

14“Niow we should not lose sight of the nature, meaning, and significance of that 
chance or opportunity, which is claimed to have been destroyed. It may be, though 
there is no showing to that effect, that plaintiffs might have sold their rights for a 
considerable sum of money. They would then have been the gainers, and the pur- 
chaser would have been the loser. They would, upon their own theory, have pocketed 
a lot of money, but for what? What would they have given in return? Nothing. They 
would have sold something of no value whatever. They would, upon their own theory, 
have received something for nothing in return. This is the sort of opportunity which 
we are asked to protect, and that, too, in the absence of a contract, or a bona fide 
offer of purchase from any one, showing a voluntary desire and consent to make such 
payment ... which .. . could furnish the plaintiffs with a moral basis for taking or 
exacting a sum of money for which nothing of value would, in fact, be given in re- 
turn. That a wealthy corporation might have been the purchaser furnishes no answer; 
it might have been a poor widow instead.” Jd. at 183-84, 253 Pac. at 866. 
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contending that the leasing value of one’s land is related directly to what is be- 
lieved may be under the land rather than what actually is there. Drilling a dry 
hole, they would say, is an interference with a distinct property right for which 
compensation should be granted. Since damages are difficult to assess accurately 
in this area, the legal remedy seems sufficiently inadequate to justify the issuance 
of an injunction. Strict adherence to the Kishi view may result in penalties out 
of all proportion to actual damage. 

The diminution in leasing value measure of damages does not apply to 
trespassing drillers who strike oil. They are liable for their wrongdoings, but the 
courts distinguish between innocent and willful trespassers in awarding damages. 


“If a willful trespasser takes oil or gas, he must pay damages equal to the 
value of the oil and gas taken. If the good faith trespasser takes oil and gas, 
he must respond in damages for the value of the oil less the cost of produc- 
tion... . If the value of the mineral produced by the good faith trespasser 
is less than the cost of production, damages are limited to the wrongful in- 
trusion, or damages by way of aggravation.” 15 


Test WELL 


Increasing expenses and technical complexities make it virtually impossible 
for a landowner to conduct oil and gas operations on his own. As a result, he 
must depend upon oil companies to drill and produce the oil or gas contained 
within his land. To protect both the landowner and the oil company and to 
insure the proper development of the property, the oil and gas lease was de- 
signed. While an oil and gas lease differs from an ordinary lease in many re- 
spects,!® one primary difference is that it usually runs for a potentially indefinite 
time, e.g., “five years and as long thereafter as oil or gas is produced in paying 
quantities.” Since the landowner (or the owner of the mineral rights) is de- 
pendent upon oil or gas being found to profit from this arrangement, many leases 
contain a covenant to drill a test well within a certain time.17 The purpose of 
drilling a test well is to determine whether oil or gas is present in paying 
quantities.18 

Many leases contain provisions for the payment of delay rentals in the event 
the lessee does not drill. There are generally two kinds of such leases, the “unless” 
lease and the “or” lease. The distinction between the two is that, under the 
majority rule, an “unless” lease terminates automatically unless the lessee either 
drills or pays a delay rental within a period certain; !® whereas under the “or” 


151 Summers, Oi & Gas 71 (perm. ed. rev. repl. 1954). 

16 See SULLIVAN, Oi & Gas Law 69 (1955). 

17 The covenant to drill a test well is not to be confused with implied covenants 
to protect against drainage and to develop the premises. Ordinarily, those covenants 
arise after oil has been found in paying quantities upon the drilling of the test well. 
See Magnolia Petroleum Co. v. Wilson, 215 F.2d 317 (10th Cir. 1954); Daughetee v. 
Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff'd, 263 Ill. 518, 105 N.E. 308 (1914); 
cf. Texas Consolidatec Oil Co. v. Vann, 208 Okla. 673, 258 P.2d 679 (1953). 

18 Ardizonne v. Archer, 72 Okla. 70, 178 Pac. 263 (1919). The term “paying 
quantities” has two meanings. Where used to fix the term of a lease, e.g., “five years 
and as long thereafter as oil or gas is produced in paying quantities,” it means that 
quantity of oil or gas which will pay the lessee a profit after deducting operating 
expenses, although the original cost of drilling may never be repaid. Where used in 
connection with the implied covenants to develop and to protect against drainage, it 
means that quantity which would pay the lessee a profit after deducting operating 
expenses and cost of drilling expenses. See Annot., 48 A.L.R. 887 (1927). 

19 See 3 SumMe_rs, Oi & Gas 118 (perm. ed. rev. repl. 1958). 
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lease, if the lessee has neither drilled nor paid delay rental at the end of a period 
certain, the lessor must elect either to terminate the lease or to accept a delay 
rental. The lessor must elect to declare a forfeiture under the “or” lease and 
must give the lessee a reasonable time to comply with the lease after giving 
notice of intention to cancel. He cannot both collect the delay rental and cancel 
the lease; his remedies are in the alternative.2® Obviously, such a lease cannot 
result in automatic forfeiture. Where a lease does not contain an express covenant 
to drill a test well and does not contain a delay rental provision, a covenant to 
drill a test well within a reasonable time may be implied.?! 

There is considerable conflict among the courts as to the proper measure 
of damages for breach of a covenant to drill a test well. In a few cases where 
the plaintiff had retained no interest in the leased premises and could derive 
no direct benefit from defendant’s performance of his contract with the plaintiff, 
the courts have awarded only nominal damages.?? 

However, where a lessee fails to perform its covenant to drill a test well, 
most courts award compensatory damages. Among these jurisdictions, there is 
considerable variance as to what the proper recovery should be. Professor 
Summers suggests that the following four measures are used in fixing compensa- 
tory damages in these cases: (1) the cost of drilling the well; (2) the value of 
the rents and royalties which would have been received by the plaintiff had the 
well been drilled; (3) the loss in the market value of a lease for oil and gas on 
plaintiff’s land resulting from a failure to drill; and (4) the amount that a 
reasonably prudent operator in plaintiff’s position would have contributed to the 
drilling cost in order to obtain geological information.*% 

Perhaps the greater number of cases fix the cost of drilling the well, or of 
completing one already started, as the proper measure of damages.24 This 
measure has the factor of simplicity to commend it, and is also substantially 
equal to the act contracted for. An Oklahoma court has termed it “the only 
measure of damages that is direct and capable of computation.” 25 Since sub- 
stantial performance is not recognized,”* the covenant is breached if the well is 
not drilled to the specified depth, unless otherwise provided in the lease. How- 
ever, the lessee would be liable only for the cost of completing the well. It should 
be noted, however, that while the lessor is awarded the amount of money neces- 
sary to drill a well for breach of this covenant, he is not required actually to 
drill one. 

Oklahoma follows the “cost of drilling” rule in awarding damages for breach 
of the covenant to drill a test well. For purposes of increasing the value of his 
retained leases, the plaintiff, in one Oklahoma case,?7 assigned two blocks of 


202 Summers, Oi & Gas 401 (perm. ed rev. repl. 1959). 

21See Mills v. Hartz, 77 Kan. 218, 94 Pac. 142 (1908); Hitt v. Henderson, 112 
Okla. 194, 240 Pac. 745 (1925). 

22 Atlantic Oil Prod. Co. v. Masterson, 30 F.2d 481 (5th Cir. 1929); Chamberlain 
v. Parker, 45 N.Y. 569 (1871). However, the Fifth Circuit, in the Masterson case, in- 
dicated that if the plaintiff had reserved an interest in the property, the proper measure 
of damages would have been the cost of drilling. 

233 SuMMERS, Oit & Gas 17-20 (perm. ed. rev. repl. 1958). 

*% Gartner v. Missimer, 178 Kan. 566, 290 P.2d 827 (1955); Fite v. Miller, 196 La. 
876, 200 So. 285 (1940); Eysenback v. Cardinal Petroleum Co., 110 Okla. 12, 236 Pac. 
10 (1925); Ardizonne v. Archer, 72 Okla. 70, 178 Pac. 263 (1919). 
25 Fysenback v. Cardina] Petroleum Co., 110 Okla. 12, 14, 236 Pac. 10, 12 (1925). 
26 Cotherman v. Oriental Oil Co., 272 S.W. 616 (Tex. Civ. App. 1925). 
27 Okmulgee Prod. & Ref. Co. v. Baugh, 111 Okla. 203, 239 Pac. 900 (1925). 
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leases in consideration for the defendant’s drilling two test wells. Although the 
defendant set up derricks on the assigned premises, it would not drill. Refusing 
to grant specific performance on the ground of impracticability, the court held 
that the proper measure of damages was the cost of drilling the test wells. 

Ardizonne v. Archer ?8 involved a lease wherein the defendant agreed to drill 
one well to the Mississippi lime unless oil or gas were found earlier in paying 
quantities. Oil was found at a shallower depth, but not in paying quantities. 
After the defendant failed to deepen the well as covenanted, the Oklahoma court 
fixed damages at the reasonable cost of drilling the well to the stipulated depth. 

Louisiana also follows the “cost of drilling” rule. In Fite v. Miller,2® the 
defendant refused to drill as contracted because he had just drilled a dry hole 
on ten adjacent acres. Plaintiff had no interest in the land on which this dry hole 
had been drilled. Contending that lost profits were too remote and too speculative 
for recovery, the Louisiana court held that the proper measure of damages for 
breach of the covenant to drill was the amount it would have cost to drill the 
well at the time it should have been drilled, even though there was strong 
probability that no oil or gas were present. This case was relied upon by a 
Kansas court which held that the lessor could recover the cost of drilling a well 
or the cost of completing a well abandoned by the driller.3¢ 

While the “cost of drilling” measure of damages is capable of rather accurate 
computation, it is dependent, to a great extent, upon opinion evidence. The 
courts which follow this theory admit, without hesitation, the opinions of ex- 
perts in the field as to the cost of drilling, feeling that this is the best evidence 
available.2!_ Other courts apply the “cost of drilling” rule in ordinary cases, but 
use the “royalty rule” in cases where the royalties are less than the cost of 
drilling.8? 

While stipulating that the cost of drilling a well was ordinarily the correct 
measure of damages for the breach of a drilling covenant, the Texas court in 
Texas Pacific Coal & Oil Co. v. Stuard,3* held that the loss of royalties which 
would have been received was the proper measure in that particular case. There, 
the plaintiffs themselves proved that the royalties they would have received were 
less than the cost of drilling. Thus, the court limited their recovery accordingly.®* 
Another Texas case indicates that a defendant should be permitted to prove that 
the lessor’s damages would actually be less than the cost of drilling a well.3° 

The second measure of damages preferred by a few courts is the amount 
equivalent to the royalties or other profits which would have been produced 


28 Supra note 24. 

29 Supra note 24. 

30 Gartner v. Missimer, 178 Kan. 566, 290 P.2d 827 (1955). 

31 Julian Petroleum Corp. v. Courtney Petroleum Co., 22 F.2d 360 (9th Cir. 1927); 
cf. Daughetee v. Ohio Oil Co., 263 Ill. 518, 105 N.E. 308 (1914). 

82 See Texas Pac. Coal & Oil Co. v. Stuard, 7 S.W.2d 878 (Tex. Civ. App. 1928). 

337 $.W.2d 878 (Tex. Civ. App. 1928). 

34“The cost of drilling a well is the correct measure of damages for the breach 
of a drilling contract; but since the plaintiffs saw fit to plead and prove that the total 
amount which they would have realized, had said well been drilled and the premises 
thereafter been developed, was less than the cost of drilling, then by such allegation 
and proof they made such amount the measure of their damages. If the facts pleaded 
and proved by the plaintiff show that either of two measures of damages will fully 
compensate him for his loss, then that measure must be adopted which is less ex- 
pensive to the defendant.” 7d. at 881. 

85 Curry v. Texas Co., 18 S.W.2d 256 (Tex. Civ. App. 1929). 








SUMMER | NOTES 637 


had the well been drilled—the “royalty rule.” °* Since one can never be sure 
whether or not oil is present until a well has been completed, this measure of 
recovery seems questionable in the test well cases. If this theory is to be applied, 
it would seem essential that such damages be contemplated by the parties at the 
time of the lease and that proof of the damages should be certain.37 Perhaps 
this measure of damages would best be left to cases involving breaches of the 
implied covenant to develop the premises.?* 

The third measure of damages which has been adopted is compensation for 
all losses which reasonably could have been foreseen, including the lost leasing 
value of property retained by the lessor.2® Sanzenbacher v. Howard-Clay Oil 
Co.,4° an Eighth Circuit Court of Appeals case, typifies the cases permitting re- 
covery of lost leasing value resulting from failure to drill a test well. In that 
case, the plaintiffs assigned the leases on 3,500 acres, which they owned, in what 
was supposedly oil territory, in return for defendant’s agreement to drill a well 
within sixty days. In addition, upon location of the well, the surrounding land 
was to be platted and leases upon 500 acres were to be reassigned to the plaintiffs. 
However, the defendant never drilled. Rejecting a bid for diminution in leasing 
value on the ground that it was too speculative, the district court awarded cost 
of drilling damages. However, the court of appeals reversed, holding that the 
lost leasing value of the lands reserved by the plaintiffs was reasonably foreseeable 
by the parties and, thus, recoverable. 

Somewhat similar facts were involved in Riddle v. Lanier.4! Primarily to 
enhance the value of his remaining leases, the plaintiff assigned leases upon one- 
third of his 3,000 acres as consideration for defendant’s covenant to drill a test 
well to a depth of 3,500 feet. Upon the belief that no oil would be discovered, 
the defendant abandoned the well at 1,830 feet. The court in its opinion stated that 
but for certain exceptions,*? Texas had repudiated the cost of drilling rule and 
that the plaintiff was entitled to the benefits for which he had contracted, i.e., 
the increased value to his remaining leases, if he could prove that the leases 
would have increased in value had the well been completed. 

Other courts, purporting to follow the rule which measures damages by the 
loss in leasing value, merely return the parties to the status quo by awarding the 
lessor the market value of the lease at the time the contract to drill was executed.*8 


36 See Julian Petroleum Corp. v. Courtney Petroleum Co., supra note 31; cf. 
Daughetee v. Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff'd, 263 Ill. 518, 105 N.E. 
308 (1914). 

37 See Hadley v. Baxendale, 9 Welsb., H. & G. 341, 156 Eng. Rep. 145 (Ex. 1854). 

38 See Daughetee v. Ohio Oil Co., supra note 36. 

89 See Sanzenbacher v. Howard-Clay Oil Co., 283 Fed. 13 (8th Cir. 1922); Riddle 
v. Lanier, 136 Tex. 130, 145 S.W.2d 1094 (1941); cf. Cotherman v. Oriental Oil Co., 
272 S.W. 616 (Tex. Civ. App. 1925). 

40 Supra note 39. 

41 136 Tex. 130, 145 S.W.2d 1094 (1941). 

#2 “TT]t is now well settled by the great preponderance of decisions, and especially 
by our own, that the cost of drilling a test or exploratory well for oil has been entirely 
repudiated, except perhaps in cases where the cost has been paid in advance for the 
drilling of a well, which, when and if completed will belong entirely to the owner of 
the land, or leases, and in which the driller will have no interest.” Jd. at 134, 145 
S.W.2d at 1096. 

43 See Cotherman v. Oriental Oil Co., 272 S.W. 616 (Tex. Civ. App. 1925); Henry 
Oil Co. v. Head, 163 S.W. 311 (Tex. Civ. App. 1914). 
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Their theory is that the lessor is merely receiving what he paid as consideration 
for the drilling contract. 

The fourth measure of damages suggested by Professor Summers, i.e., the 
amount that a reasonably prudent person in the same position as the plaintiff 
would have contributed to the cost of the well in return for the geological in- 
formation which the drilling would have disclosed to him, seems especially ap- 
propriate in cases involving undeveloped areas. Where this measure of recovery 
is applied, the plaintiffs ordinarily have retained no interest in the well being 
drilled or the acreage upon which it is situated but are interested in the results 
to guide them in the disposition of their neighboring holdings. Under these 
“dry hole” agreements, the plaintiffs contribute to the drilling of the well in 
return for access to the well log and for information as to the development and 
progress of the well. 

A Tenth Circuit Court of Appeals case, Hoffer Oil Corp. v. Carpenter,‘ 
illustrates the application of this rule. In that case, the defendant contracted with 
plaintiff to drill a well to a stipulated depth and to allow plaintiff access to the 
well log at all times. Contending that he had been injured by the defendant’s fail- 
ure to drill the well to the specified depth, the plaintiff sought to recover the cost 
of drilling a well as damages. The court held that the cost of drilling was not the 
proper measure of damages, not because the cost of completion was too specula- 
tive, as defendant had contended, but because the plaintiff had no interest in 
any oil which might have been produced by the test well. The appropriate 
measure of damages, the court held, was the value of the services which the de- 
fendant had agreed to render.*® This could be established by testimony of per- 
sons well informed on the particular subject matter.*® 

In a later case in the same court,‘? the rule in Hoffer Oil Corp v. Carpenter 
was limited to cases where the plaintiff furnishes only a part of the consideration 
for the drilling. In the later case, the court held that the “cost of drilling” rule 
applied where the plaintiff furnished the entire consideration for the drilling, 
notwithstanding that the contract merely gave the plaintiff access to the well 
log.48 


44 34 F.2d 589 (10th Cir. 1929). 


45“(T }he value of such services is what a reasonable person owning land adjacent 
to the lands on which another proposes to drill such a test well, similarly situated and 
of similar oil-bearing potentialities as the land of the parties in the instant case, would 
ordinarily pay by way of contribution to the cost of such test well for the log of such 
well and the geological information which the drilling thereof would disclose.” Jd. at 
593. 

46 Cf. Daughetee v. Ohio Oil Co., 263 Ill. 518, 105 N.E. 308 (1914). 

47R. Olsen Oil Co. v. Fidler, 199 F.2d 868 (10th Cir. 1952). 

48 “In the Hoffer case this court did say that the measure of damages was not the 
cost of drilling the well but was the value of the services to be performed and what one 
similarly situated would ordinarily pay therefor. That pronouncement, however, must 
be taken in light of the facts the court there had before it. There the transfer of the 
leases by the plaintiff did not constitute the entire consideration for the drilling of the 
well. It constituted only a contribution toward the drilling thereof. It is obvious that 
where one only makes a contribution toward the cost of drilling a well he is not en- 
titled as damages to the full cost thereof. The court there also stressed the fact that 
the plaintiff had no interest in the well or the acreage on which it was drilled. These 
facts, we think, are materially different from the facts in this case. According to the 
written contract in this case, plaintiff did not merely make a contribution toward the 
drilling of the well. As far as the record reveals, he furnished the entire consideration 
therefor.” Id. at 871. 
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In an attempt to avoid controversy as to the proper measure of damages to 
be applied in the event of a breach of the covenant to drill a test well, some 
parties insert liquidated damages provisions in their agreements. It is a question 
of law whether or not a stated sum is to be allowed as liquidated damages.*® 
The trend is to uphold liquidated damages provisions if the sum specified seems 
reasonable and not so large as to suggest a penalty, if the intention of the parties 
is clear, and if actual damages are uncertain and hard to prove.°® However, if 
the amount specified is not reasonable, the court will assess damages as though 
there had been no sum stipulated as damages.5! 


IMPLIED CovENANTS 


Once the presence of oil or gas has been ascertained, the law implies various 
covenants, among them the covenant to develop the premises,5? the covenant to 
protect against drainage,®3 and the covenant to market the oil or gas produced.5* 
“The doctrine of implied covenants was conceived in ignorance of the nature 
of oil and gas in place, to secure production, which was the basic consideration 
for the execution of the lease.” 55 Nevertheless, it is firmly entrenched and must 
remain so because the uncertainties and complexities of the industry render it 
virtually impossible to outline fully the lessee’s duty to drill wells.56 The doctrine 
rests primarily on the Rule of Capture,®? adopted by reason of the old characteri- 
zation of oil and gas as “minerals ferae naturae,” 58 because of their fugacious 
nature. Another factor was the belief that oil existed in huge underground lakes. 


# Lorraine Petroleum Co. v. Bartlett, 138 Okla. 8, 280 Pac. 286 (1929). 

50 See 3 Summers, Oir & Gas 51 (perm. ed. rev. repl. 1958). 

51 Fidelity & Deposit Co. v. Jones, 256 Ky. 181, 75 S.W.2d 1057 (1934). 

52See Sauder v. Mid-Continent Petroleum Corp., 292 U.S. 272, 54 Sup. Ct. 671 
(1934); Elliott v. Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1956); Daughetee v. 
Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff’d, 263 Ill. 518, 105 N.E. 308 (1914); 
Doss Oil Royalty Co. v. Texas Co., 192 Okla. 359, 137 P.2d 934 (1943); Texas Pac. Coal 
& Oil Co. v. Barker, 117 Tex. 418, 6 S.W.2d 1031 (1928). 

53 See Blair v. Clear Creek Oil & Gas Co., 148 Ark. 301, 230 S.W. 286 (1921); 
Hartman Ranch Co. v. Associated Oil Co., 10 Cal. 2d 232, 73 P.2d 1163 (1937); Millette 
v. Phillips Petroleum Co., 209 Miss. 687, 48 So. 2d 344 (1950); North American Pe- 
troleum Co. v. Knight, 321 P.2d 964 (Okla. 1958); Texas Pacific Coal & Oil Co. v. 
Barker, supra note 52; cf. Daughetee v. Ohio Oil Co., supra note 52. 

54 See Daughetee v. Ohio Oil Co., supra note 52; Carroll Gas & Oil Co. v. Skaggs, 
231 Ky. 289, 21 S.W.2d 445 (1929); Strange v. Hicks, 78 Okla. 1, 188 Pac. 347 (1920). 

55 SULLIVAN, Oi, & Gas Law 166 (1955). 

56 “Tt is unusual to find provisions in the conventional oil and gas lease respecting 
the . . . development of the premises after discovery of oil or gas, protection of the 
premises against drainage, or manner of operating the producing properties or marketing 
the product therefrom. This is an intentional omission predicated upon the practical 
impossibility of anticipating all contingencies and the inadequacy of information re- 
garding the reservoir and its characteristics. It is beneficial to both parties—the lessee 
is not obligated to drill unnecessary wells and the lessor is protected on the basis of 
the mineral contents of his land and not the anticipatory provisions of an instrument.” 
SULLIVAN, Ort & Gas Law 167 (1955). 

57 “(T]he owner of a tract of land acquires title to the oil and gas which he pro- 
duces from wells on his land, though part of the oil and gas may have migrated from 
adjoining lands.” Elliff v. Texon Drilling Co., 146 Tex. 575, 581, 210 S.W.2d 558, 561-62 
(1948). 

58 Westmoreland & Cambria Nat. Gas Co. v. DeWitt, 130 Pa. 235, 18 Atl. 724 
(1889). 
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Actually, several coexisting factors result in the accumulation of commercial oil 
and gas deposits. 


“In the first place, there must be a porous stream of rock, usually sand- 
stone, in which gas, oil, and water collect in the order of their specific grav- 
ities. In the second place, such stratum must be folded; otherwise, oil or 
gas could not be produced in commercially paying quantities. The third 
condition is that the porous stratum must be capped or overlaid with rock 
stratum practically impervious to gas and oil.” 59 


Thus, we see that oil and gas are prevented from migrating in their natural 
state due to impenetrable rock and great pressure. However, 


“(T]he same physical facts which establish that oil and gas, as they exist in 
the earth in the natural state, are unable to migrate, establish conclusively that, 
as soon as wells are drilled through the impervious cap rock into the porous 
oil and gas stratum, thus reducing the pressure at that point and providing 
an escape, the oil and gas in the surrounding territory do begin to move 
towards the opening. Just how far and to what extent a given well in a 
particular oil or gas reservoir will drain either oil or gas from the surrounding 
territory is a problem of several unknowns, the chief of which are the 
coarseness of the oil or gas sand, the amount of pressure in the reservoir, 
and the force of the vacuum created by pumping. It is an established fact 
that oil and gas wells do drain the surrounding territory.” © 


Covenant To Develop the Premises 


The implied covenant to develop the premises once oil or gas is discovered 
has been implied by the courts for at least seventy years.®1 However, the courts 
have not agreed upon a single standard to ascertain when this covenant has been 
breached, although a majority of jurisdictions use the “ordinary prudent opera- 
tor” rule.®? This rule provides that the lessee breaches the implied covenant to 
develop by refusing to drill where a prudent operator, having in mind the 
interests of both the lessor and lessee, would have drilled in similar circum- 
stances.®* Since the contemplated operations are for the mutual benefit and 
profit of the lessor and lessee, neither is the sole arbiter as to how and when de- 
velopment should progress.®4 


591 Summers, Oi & Gas 9 (perm. ed. rev. repl. 1954). 

Miidsetts. 

61 See Brewster v. Lanyon Zinc Co., 140 Fed. 801 (8th Cir. 1905); Daughetee v. 
Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff'd, 263 Ill. 518, 105 N.E. 308 (1914); 
Stoddard v. Emery, 128 Pa. 436, 18 Atl. 339 (1889). 

6 See Trust Co. v. Samedan Oil Corp., 192 F.2d 282 (10th Cir. 1951); Smart v. 
Crow, 220 Ark. 141, 246 S.W.2d 432 (1952); Elliott v. Pure Oil Co., 10 Ill. 2d 146, 139 
N.E.2d 295 (1956); cf. Doss Oil Royalty Co. v. Texas Co., 192 Okla. 359, 137 P.2d 934 
(1943). 

63 The “ordinary prudent operator” rule is that “a lessee is not required to under- 
take additional development unless a prudent operator would do so, and whether a 
prudent operator would do so is determined by whether there is a reasonable expecta- 
tion that the cost of additional wells as well as a reasonable profit on the investment 
might be returned. Under this rule, before a lessor may have cancellation of the un- 
developed portion of a lease, he must prove not only undue delay but also that further 
development could reasonably be expected to return a profit on the investment. This 
places a heavy burden and in some cases almost an insurmountable burden upon a 
lessor seeking cancellation.” Magnolia Petroleum Co. v. Wilson, 215 F.2d 317, 318 (10th 
Cir. 1954). Compare with the covenant to further explore discussed in note 67 infra. 


64 Brewster v. Lanyon Zinc Co., 140 Fed. 801 (8th Cir. 1905); accord, Strange v. 
Hicks, 78 Okla. 1, 188 Pac. 347 (1920). 








‘ 
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To satisfy the implied covenant of development, only that number of wells 
must be drilled which is reasonably necessary to secure all the oil and gas that 
will be profitable to market.*5 Since this development is for the mutual benefit 
of the parties, the obligation to drill new wells exists only as long as oil or gas 
may be produced in paying quantities.*6 The lessee need not continue develop- 
ment beyond a point which is profitable to him, even though some income might 
result to the lessor.®7 

After bringing in a producing well, lessees often seem content to sit back 
and live off its income. Actually, they are speculating with lessor’s time and 
minerals to protect their own self interests. Understandably, the courts are loathe 
to permit such conduct for any appreciable period of time.®8 While there is 
some difference of opinion as to the proper remedy for failure diligently to 
develop the premises, forfeiture of the lease is generally approved on the basis 
that damages are not adequate.®® However, damages, usually based on the 
“royalty rule,” are also available? To obtain cancellation, it must be shown 
that damages are not an adequate remedy.”! 

In Sauder v. Mid-Continent Petroleum Corp.,'2 the Supreme Court of the 


65 See Brewster v. Lanyon Zinc Co., supra note 64; Trust Co. v. Samedan Oil Corp., 
supra note 62; Elliott v. Pure Oil Co., supra note 62. 

66 See Stanolind Oil & Gas Co. v. Sellers, 174 F.2d 948 (10th Cir. 1949); Brewster 
v. Lanyon Zinc Co., supra note 64; Elliott v. Pure Oil Co., supra note 62. “Paying 
quantities” is defined in note 18 supra. 

67 Cf. Stanolind Oil & Gas Co. v. Sellers, supra note 66. Some writers contend 
that there is an implied covenant to further explore in addition to the implied covenant 
to develop. The distinction drawn between the two is that the covenant to develop 
requires further drilling in a known producing area, whereas the covenant to further 
explore requires the expansion of drilling operations into unknown and unexplored 
areas of the leased premises. “After the lapse of a substantial period of time since the 
initial development was completed (the ‘reasonable time’ spoken of in the opinions), 
when the settled production has become relatively slight, the reasonably prudent 
operator is under the duty of exploring for production in deeper horizons without 
waiting for an affirmative showing of probably profitable production. This seems not 
unduly burdensome. If there were no lease upon the premises, the lessor would be 
free to secure exploration of these lower strata by a venturesome wildcatter. It does 
not seem sound policy to let the producer from the upper sand prevent that ex- 
ploration simply because he is content to exhaust the known deposit. His interests are 
adequately protected by the decisions which save him from forfeiture if he shows any 
substantial action indicating an intent in good faith to proceed with development in 
the lower horizons. Probable profit is not eliminated from the picture completely, 
since there is no obligation to explore these horizons where they are condemned by 
known data.” Merrill, The Prudent Operator and Further Development—Oklahoma 
Rule, 5 Oxxa. L. Rev. 453, 469 (1952). See Meyers, The Implied Covenant of Further 
Exploration, 34 Texas L. Rev. 553 (1956). 

68 See Sauder v. Mid-Continent Petroleum Corp., 292 U.S. 272, 54 Sup. Ct. 671 
(1934); Trust Co. v. Samedan Oil Corp., 192 F.2d 282 (10th Cir. 1951); Nolan v. 
Thomas, 309 S.W.2d 727 (Ark. 1958); Elliott v. Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 
295 (1956); McKenna v. Nichols, 193 Okla. 526, 145 P.2d 957 (1944); Doss Oil Royalty 
Co. v. Texas Co., 192 Okla. 359, 137 P.2d 934 (1943). 

69 See MERRILL, CovENANTS IMPLIED IN O1t AND Gas Leases 362 (2d ed. 1940). 

7 See Daughetee v. Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff'd, 263 IIl. 
518, 105 N.E. 308 (1914); Texas Pac. Coal & Oil Co. v. Barker, 117 Tex. 418, 6 S.W.2d 
1031 (1928). 

71 Howerton v. Kansas Nat. Gas Co., 82 Kan. 367, 108 Pac. 813 (1910); see Elliott 
v. Pure Oil Co., supra note 68; Doss Oil Royalty Co. v. Texas Co., supra note 68. 


72 Supra note 68. 
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United States has determined what constitutes insufficient development. There, 
two parcels of land, one a 40-acre tract and the other a 320-acre tract, were 
leased for ten years and as long thereafter as oil and gas could be produced in 
paying quantities. Defendant drilled two offset wells on the 40-acre tract, but 
had made neither plans nor attempts to do any more drilling at the time plaintiff 
sought to cancel the lease, seventeen years after its execution. Geological data 
and drilling experience indicated that prospects of hitting oil or gas on the larger 
tract were unfavorable. The Supreme Court conditionally canceled that portion 
of the lease for failure to develop, indicating that the plaintiffs had no adequate 
remedy at law. 

In Doss Oil Royalty Co. v. Texas Co.,73 the plaintiff sought cancellation 
of the undeveloped portion of two producing oil and gas leases (neither of which 
had been fully tested or developed) upon which no wells had been drilled for 
more than fourteen years. The Oklahoma Supreme Court stressed the importance 
of the time element in these cases by suggesting the following rules for the 
lower court to use in determining whether to grant cancellation: (1) If only a 
short time has elapsed since the last well was drilled, the lessor must show that 
there was a reasonable expectation of profit had a well been drilled; (2) If an 
unreasonable time has elapsed, the lessor is entitled to cancellation without any 
showing that there was reasonable expectation of profit; (3) As to cases falling 
between these two extremes, “if conditions do not indicate to [the lessee] that 
further development will be profitable, it is but fair that, after a reasonable time 
has expired, he surrender the undeveloped portions of the lease and allow the 
lessor to procur development by others or assume the burden of showing why 
in equity and good conscience the undeveloped portion should not be canceled 
so that the owner may, if possible, get it developed by others.” 74 

While granting that circumstances, rather than time elapsed, are determina- 
tive of reasonableness, some courts hold that unreasonable delay in development 
presents a prima facie case for cancellation and shifts the burden to the operator 
to explain his delay in drilling.75 The Tenth Circuit Court of Appeals has said 
that in such circumstances the lessee must establish that a prudent operator 
would not have undertaken further development.7® 

Until 1956, it was thought that cancellation of a lease for breach of the 
implied covenant to develop was not an available remedy in Illinois.77 However, 
in Elliott v. Pure Oil Co.78 Illinois came into the cancellation camp. In order to 
obtain a decision on the cancellation issue, the plaintiffs purposely did not seek 
damages. Although the defendant contended that damages were the proper 
remedy,7® the court granted cancellation. 


73 192 Okla. 359, 137 P.2d 934 (1943). 

74 Id. at 363, 137 P.2d at 938. 

7 Elliott v. Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1956); see Trust Co. v. 
Samedan Oil Corp.. 192 F.2d 282 (10th Cir. 1951); McKenna v. Nichols, 193 Okla. 526, 
145 P.2d 957 (1944); Doss Oil Royalty Co. v. Texas Co., supra note 73. 

76 Magnolia Petroleum Co. v. Wilson, 215 F.2d 317 (10th Cir. 1954). 

™ Although the court in Hughes v. Ford, 406 Ill. 171, 92 N.E.2d 747 (1950), in- 
timated that cancellation might be appropriate in certain cases, the issue was not before 
the court as the lease in that case expressly provided for a forfeiture. 

7810 Ill.2d 146, 139 N.E.2d 295 (1956). 


79“The proper remedy for the breach of the implied covenant to reasonably de- 
velop an oil and gas lease is a suit for damages unless there is an express provision in 
the lease providing for a forfeiture or unless it has been abandoned.” Brief for Appel- 
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In the Elliott case, the only well drilled on the plaintiff’s twenty-acre tract 
was completed to the Rosiclare sand in 1945, nine years after the lease was 
executed. In the eleven succeeding years, the defendant and others drilled several 
profitable wells offsetting plaintiff’s tract. Upholding plaintiff's contention that 
the defendant’s failure to drill additional wells violated the implied covenants to 
develop and to protect against drainage, the trial court issued an alternative de- 
cree ordering defendant to begin drilling to the Rosiclare sand within sixty days 
or suffer cancellation of the lease. In affirming, the Illinois Supreme Court said 
that the plaintiff had established a prima facie case which put the burden upon 
the defendant “to show that the premises could not be developed for oil with 
profit, or that some other reason existed which should relieve [it] from proceed- 
ing with the development of the oil lands.” 8° 

Prior to this decision, cancellation had been awarded in Illinois only where 
the lease expressly provided for a forfeiture 81 or where the lease had been 
abandoned.82 Although conditional cancellation will still permit some pro- 
crastination on the part of lessees, it seems unlikely that Illinois, with its long 
resistance to cancellation, would ever impose immediate forfeiture upon a lessee. 
Indeed, the Elliott decision implies that conditional cancellation may not attain 
the same prominence in Illinois that it has in other states.*% 

Daughetee v. Ohio Oil Co.84 is the leading Illinois case on the awarding of 
damages for breach of the implied covenant to develop the premises. In that 
case, the lessee had drilled five paying wells on the plaintiff’s 250-acre tract. The 
plaintiff was permitted to show that, proportionately, many more paying wells 
had been drilled on adjoining premises and that the surrounding territory had 
been fully developed. Expert testimony indicated that at least one well per each 


lant, pp. 5, 6, Elliott v. Pure Oil Co., supra note 78. In support of their contention, the 
appellants cited the following unpublished United States District Court memorandum 
decision: “In regard to the cancellation of a portion of the lease for failure to develop, 
it appears that the Illinois law has granted such relief in certain cases. In the early case 
of Poe v. Ulrey, 233 Ill. 56, 84 N.E. 46, the Supreme Court of Illinois held that the 
remedy for breach of the implied covenant to reasonably develop the lease was an 
action for damages and was not an action for forfeiture of the lease. This early case 
has not been overruled and was followed in the case of Daughetee v. Ohio Oil Co., 263 
Ill. 518, 105 N.E. 308. Both of these cases were referred to and discussed in the recent 
decision of Hughes v. Ford, 406 Ill. 171, 92 N.E.2d 747. This court in the case of Geary 
v. Adams Oil & Gas Co., 31 F. Supp. 830, held that the failure of defendant to fully 
comply with the implied covenants of the lease does not entitle plaintiffs to a cancel- 
lation of the lease. The cases in Illinois which have allowed a cancellation of a lease 
involved leases which expressly provided for a forfeiture; Hughes v. Ford, supra; 
Powers v. Bridgeport Oil Co., 238 Ill. 397, 87 N.E. 381; Southern Illinois Gas Co. v. 
Parsons, 308 Ill. 139, 139 N.E. 21; or cases where the lease was abandoned. Spies v. 
DeMayo, 396 Ill. 255, 72 N.E.2d 316.” Robbins v. Slagter, Civil No. 2877, E.D. Il. 
Nov. 15, 1954. 

80 10 Ill.2d 146, 152, 139 N.E.2d 295, 299 (1956). 

81 See Hughes v. Ford, 406 Ill. 171, 92 N.E.2d 747 (1950); Powers v. Bridgeport Oil 
Co., 238 Ill. 397, 87 N.E. 381 (1909). 

82 See Spies v. DeMayo, 396 Ill. 255, 72 N.E.2d 316 (1947). 

83 “We hold forfeiture of the lease to be a proper remedy in this case. Equity was 
evolved to escape the technicalities and rigidity of the common law. ... We decline to 
become so involved in the theories of actions and remedies as to render this court im- 
potent to deal with the problems before it.” Elliott v. Pure Oil Co., 10 Ill. 2d 146, 155, 
139 N.E.2d 295, 300 (1956). (Emphasis added.) 

84 151 Ill. App. 102 (3d Dist. 1909), aff'd, 263 Ill. 518, 105 N.E. 308 (1914). 
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ten acres was needed to properly develop plaintiff's land. Holding that the 
lessee had failed properly to develop the premises, the appellate court awarded 
damages which represented the lessor’s interest in the difference between the 
amount of oil which was produced and the amount which should have been pro- 
duced.®> On the ground that the damages could be proved with sufficient cer- 
tainty, the Illinois Supreme Court affirmed the measure of damages set forth by 
the appellate court.5¢ 

The Daughetee case was relied upon by the Texas court in Texas Pac. Coal 
& Oil Co. v. Barker.38? There, the parties entered into a contract whereby the 
lessee agreed to drill a well and also expressly agreed to give “due protection” 
against drainage. After drilling a paying gas well, the defendant moved its tools 
away and refused to drill any other wells, notwithstanding that the lessor’s land 
was being drained by numerous wells in close proximity. The defendant con- 
tended that damages should be limited to six per cent annual interest on the 
royalty that would have been paid had the premises been developed properly.8% 
However, the court held the measure of damages to be the amount of royalties 
actually lost to the lessor through the lessee’s failure to develop the property 
and to protect against drainage.8® Before such damages will be allowed, the 
lessor must allege and prove with reasonable certainty the production obtainable 
through reasonable diligence.°° 

An early West Virginia court was critical of the “royalty rule,” contending 
that it resulted in the payment of double damages to the lessor.®1 That court 
argued that damages should be limited to interest on the value of the royalty 
from the time the oil should have been produced, because the lessor will receive 
his royalty upon the ultimate production of the oil. Professor Summers points 
out that the principal difficulty with the “interest only” rule is in determining 
the period for which the interest is to be computed.®? To give some relief from 


85 “Upon the question as to the measure of damages, the court, in substance, in- 
structed the jury that on arriving at their verdict they should subtract from the quantity 
of oil which they found should have been produced from the premises during the period 
from ... the date of the assignment of the lease ... to... the time of bringing the 
suit .. . the quantity actually produced and saved, and allow to the plaintiff one eighth 
of the value of the difference at the market prices during the period in question. This 
instruction correctly stated the rule as to the measure of damages.” 151 Ill. App. at 109. 

86 “The rule is that while the law will not permit witnesses to speculate or con- 
jecture as to the possible or probable damages, still the best evidence of which the sub- 
ject will admit is receivable, and this is often nothing better than the opinion of well 
informed persons upon the subject under investigation.” 263 Ill. at 526, 105 N.E. at 311. 

87117 Tex. 418, 6 S.W.2d 1031 (1928). 

88 This contention is supported by Grass v. Big Creek Dev. Co., 75 W. Va. 719, 84 
S.E. 750 (1915), wherein the court indicated that awarding the lessor damages in the 
amount of lost royalty before the oil was actually produced would, in effect, result in 
double damages. But see Freeport Sulphur Co. v. American Sulphur Royalty Co., 117 
Tex. 439, 6 S.W.2d 1039 (1928). 

89 Accord, Freeport Sulphur Co. v. American Sulphur Royalty Co., supra note 88. 

90“ T]he fact that the plaintiff is relieved in cases of this character from making 
his proof with mathematical certainty does not relieve him from averring the facts on 
which his right to recover is grounded.” Texas Pac. Coal & Oil Co. v. Barker, 117 Tex. 
418, 430, 6 S.W.2d 1031, 1035 (1928). 

%1 Grass v. Big Creek Dev. Co., supra note 88. 

92“The productive life of an oil lease depends greatly upon the character of the 
formation and upon the degree of skill with which operations thereon are conducted, 
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the double damages aspect of the “royalty rule,” the Texas courts have intimated 
that a lessee who complies with the covenant to develop after paying “royalty 
rule” damages may be relieved of the duty to pay that amount in royalty upon 
the ultimate production of oil or gas.% 

Thus, we see that the usual remedy for breach of the implied covenant to 
develop the premises is cancellation of the undeveloped portion of the lease.® 
The courts which grant compensatory damages for such a breach, while recog- 
nizing the difficulty in proving damages with mathematical certainty, hold that 
the amount can be established with sufficient certainty through expert testi- 
mony and evidence as to production in adjacent fields. 


Covenant To Protect Against Drainage 


Closely related to the development covenant is the implied covenant to 
protect the premises against drainage by neighboring wells, often called the 
duty to drill offset wells. To permit oil and gas to be drained away from the 
premises would be to fly in the face of the very purpose for which the lessor 
executed the lease. 

The courts generally agree that the lessee has an implied duty to protect 
against drainage,® with some courts indicating that the lessee’s duty is greater 
where the drainage is caused by his own wells off the lessor’s premises.97 How- 
ever, the lessee need not offset all wells drilled on neighboring premises; he has 
only to protect against drainage if he can do so with reasonable anticipation of 
profit.98 If an offset well would be a “paying well which could be operated at a 


but some wells have been in operation for more than fifty years and are still producing 
in paying quantities. If a lessee must pay the interest on the [royalty] at the usual legal 
rate for such a period, the damages will far exceed the value of the royalty and the 
injury actually done to the lessor. If the court undertakes to fix the period for the 
computation of interest on the [royalty] at the trial of the first action for damages for 
the breach of the covenant to reasonably develop, by an attempt to determine the pro- 
ducing life of the lease, it would have to depend largely upon the guess of a jury in fix- 
ing the damages. Such damages might far exceed the value of the royalty. If the court 
merely gives judgment for damages measured by the accrued interest on the [royalty] 
from the time when the royalty should have been paid to the bringing of the suit 
or the time of the trial, and recognizes that future actions may be brought, it has 
clearly violated the principle that a court should not encourage a multiplicity of suits, 
and in addition has fixed on the lessee a measure of damages which may far exceed the 
damages to the lessor.” 3 Summers, Or & Gas 49 (perm. ed. rev. repl. 1958). 

93 See Freeport Sulphur Co. v. American Sulphur Royalty Co., supra note 88; Texas 
Pac. Coal & Oil Co. v. Barker, 117 Tex. 418, 6 S.W.2d 1031 (1928). 

®4See Sauder v. Mid-Continent Petroleum Corp., 292 U.S. 272, 54 Sup. Ct. 671 
(1934); Brewster v. Lanyon Zinc Co., 140 Fed. 801 (8th Cir. 1905); Elliott v. Pure Oil 
Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1956); Doss Oil Royalty Co. v. Texas Co., 192 Okla. 
526, 137 P.2d 934 (1943). 

%5 See Daughetee v. Ohio Oil Co., 263 Ill. 518, 105 N.E. 308 (1914); Culbertson v. 
Iola Portland Cement Co., 87 Kan. 529, 125 Pac. 81 (1912). 

96 See 2 SumMMERS, Ow & Gas 568 (perm. ed. rev. repl. 1959). 

87 Culbertson v. Iola Portland Cement Co., supra note 95. But cf. Hartman Ranch 
Co. v. Associated Oil Co., 10 Cal. 2d 232, 73 P.2d 1163 (1937). 

98 “(T]he lessee does not bear an implied obligation to drill an offset well to pre- 
vent drainage, unless, taking into consideration all existing facts and circumstances, it 
would produce oil in sufficient quantity to repay the whole sum required to be expended, 
including the cost of drilling, equipping and operating the well, and also pay a reason- 
able profit on the entire outlay. No obligation rests upon the lessee to carry the opera- 
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reasonable profit to the lessee,” 9® he will be required to drill. Apparently the 
reason for this requirement is that since a lessor himself would not drill an un- 
profitable well, the lessee should not be required to do so. 

The plaintiff has the burden of proving the breach of the implied covenant 
to protect against drainage.!°” While the “ordinary prudent operator” rule is 
usually used in determining whether there has been such a breach,!® it becomes 
less important with the passage of time.!°2 Where the plaintiff establishes the 
breach of the covenant, the normal remedy is monetary damages in an amount 
equal to the royalty value of the oil or gas drained away from the leased 
premises.!°3 Since vast quantities of oil or gas could be drained away before a 
landowner could get a well drilled, cancellation seems to be inappropriate in 
these cases.!°¢ Forfeiture can, however, be decreed in an appropriate case.1% 

Uncertainty as to the exact amount of drainage which has occurred is the 
major drawback to the legal remedy of damages. It has been suggested, however, 
that the difficulty is not in the measure of the damages, but rather is in the matter 
of proof.!°* Recognizing this difficulty of determining drainage with absolute 
accuracy, the courts have held that expert testimony 197 and evidence as to the 
production of the draining wells 18 are admissible to determine the amount of 
drainage that has occurred. 

As North American Petroleum Co. v. Knight }°® demonstrates, Oklahoma 


tions beyond the point where they are profitable to him, even if some benefit to the 
lessor would result from them.” Stanolind Oil & Gas Co. v. Sellers, 174 F.2d 948, 951 
(10th Cir. 1949). 

®9 Hartman Ranch Co. v. Associated Oil Co., 10 Cal. 2d 232, 253, 73 P.2d 1163, 
1173 (1937). 

100 Stanolind Oil & Gas Co. v. Sellers, supra note 98; Wilcox v. Ryndak, 174 Okla. 
24, 49 P.2d 733 (1935). 

101 See Texas Consol. Oil Co. v. Vann, 208 Okla. 673, 258 P.2d 679 (1953). 

102 See Trust Co. v. Samedan Oil Corp., 192 F.2d 282 (10th Cir. 1951); Elliott v. 
Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1956); McKenna v. Nichols, 193 Okla. 526, 
145 P.2d 957 (1944); Doss Oil Royalty Co. v. Texas Co., 192 Okla. 359, 137 P.2d 934 
(1943). 

103 See Geary v. Adams Oil & Gas Co., 31 F. Supp. 830 (E.D. Ill. 1940); Blair 
v. Clear Creek Oil & Gas Co., 148 Ark. 301, 230 S.W. 286 (1921); R. R. Bush Oil Co. v. 
Beverly-Lincoln Land Co., 69 Cal. App. 2d 246, 158 P.2d 754 (2d Dist. 1945); Millette v. 
Phillips Petroleum Co., 209 Miss. 687, 48 So. 2d 344 (1950); North American Petroleum 
Co. v. Knight, 321 P.2d 964 (Okla. 1958). 

104 See Blair v. Clear Creek Oil & Gas Co., supra note 103; Millette v. Phillips 
Petroleum Co., supra note 103. 

105 See Pryor Mountain Oil & Gas Co. v. Cross, 31 Wyo. 9, 222 Pac. 570 (1924). 

106“The nature of the subject matter is such that it is practically impossible to 
determine with certainty how much a lessor has lost in the way of royalties or rentals 
by the failure of his lessee to fully develop the premises or drill wells to offset those on 
adjoining lands. The difficulty lies in the proof rather than in the measure of damages.” 
3 Summers, Oi & Gas 42 (perm. ed. rev. repl. 1958). 

107 See Daughetee v. Ohio Oil Co., 263 Ill. 518, 105 N.E. 308 (1914); Culbertson v. 
Iola Portland Cement Co., 87 Kan. 529, 125 Pac. 81 (1912). 

108 See Junction Oil & Gas Co. v. Pratt, 99 Okla. 14, 225 Pac. 717 (1924). There, 
three wells drained plaintiff's property. Assuming that the total production would have 
been the same had a protection well been drilled on the plaintiff’s property, the court 
divided the production of the three wells by four to determine the production of 
plaintiff's assumed well. Plaintiff's royalty loss was determined from that amount. 

109 321 P.2d 964 (Okla. 1958). 
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follows the “royalty rule” in awarding damages for breach of the implied 
covenant to protect against drainage. In that case, the plaintiff owned a tract 
of land subject to an oil and gas lease in favor of the defendant. The defendant 
refused to commence a well although it had received notification from the 
plaintiff that a paying well had been completed on adjacent premises and was 
draining plaintiff's premises. For breach of the implied covenant to protect 
against drainage, the court awarded damages measured by the value of the 
royalty at the time the oil and gas should have been produced and marketed. 

Illinois is in accord with the majority in awarding damages for breach of 
the protection covenant.!!° Indicative of the Illinois view is a United States 
district court case, Geary v. Adams Oil & Gas Co.!1!1 There, several members 
of the Geary family owned small tracts which together totaled twenty acres. 
These tracts were joined in a communitized lease with a provision in the lease 
that the lessee had no obligation to offset the separate tracts within the com- 
munitized unit. The problem arose when three of defendant’s wells, drilled 
adjacent to the communitized tract, drained oil from beneath the Gearys’ 
premises. Holding that the lease provision did not negate an implied covenant 
to offset wells drilled on land adjacent to the communitized lease, the court said 
that the defendant had an obligation “either to drill such wells as might be 
necessary to protect plaintiffs against drainage by wells on defendant’s leases or, 
in the alternative, to make provision for making good plaintiffs’ losses by the 
payment of money.” 112 

In leases with delay rental provisions, the question arises as to whether the 
acceptance of such rentals precludes a lessor from asserting the right to have 
his premises protected against drainage. If the acceptance of these payments is 
a waiver of protection at all, it should be only for the period covered by the 
delay rental.113 The better view seems to be that they are consideration for 
delay in drilling and do not obviate the covenant to protect against drainage.!14 

This view was advanced by the Arkansas Supreme Court in Blair v. Clear 
Creek Oil & Gas Co.115 In that case, the parties executed a five-year lease with a 
provision that if a well was not drilled within one year the lease would terminate 
unless a stipulated annual delay rental was paid. The lessee drilled three wells 
on adjacent property which drained gas from under the plaintiff’s land. As there 
was no protection covenant in the lease, the lessee contended that he could keep 
the lease alive without drilling offset wells merely by paying the delay rentals. 
The court refused to cancel the lease because “the acceptance of the delay rental 
precludes the lessor from forfeiting the lease for failure to develop during the 
period covered by the delay rental,” 116 but ruled that the defendant had breached 


110 See Geary v. Adams Oil & Gas Co., 31 F. Supp. 830 (E.D. Ill. 1940); Daughetee 
v. Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff'd, 263 Ill. 518, 105 N.E. 308 (1914); 
Poe v. Ulrey, 233 Ill. 56, 84 N.E. 46 (1909). But cf. Elliott v. Pure Oil Co., 10 Ill. 2d 
146, 139 N.E.2d 295 (1956). 

111 31 F. Supp. 830 (E.D. Ill. 1940). 

112 Jd, at 835. 

113See Seed, The Implied Covenant in Oil and Gas Leases To Refrain From 
Depletory Acts, 3 U.C.L.A.L. Rev. 508 (1956). 

114See Blair v. Clear Creek Oil & Gas Co., 148 Ark. 301, 230 S.W. 286 (1921); 
Millette v. Phillips Petroleum Co., 209 Miss. 687, 48 So. 2d 344 (1950). 

115 148 Ark. 301, 230 S.W. 286 (1921). 

116 JJ, at 308, 230 S.W. at 288. 
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an implied covenant to protect against drainage.117 To properly compensate 
the lessor, the court said that damages should be awarded in “the amount of 
royalty that the lessors should receive from the quantity of gas which has been 
or may hereafter be proved to have been drawn from the leased premises.” 118 

In Millette v. Phillips Petroleum Co.,!® the parties executed an “unless” lease 
wherein the lessee expressly covenanted to drill offset wells if paying wells, 
draining the lessor’s land, should be completed within 150 feet of the lessor’s 
land. The lessee then drilled a paying well 570 feet away which drained the 
lessor’s premises. The court ruled that the express covenant relieved the lessee 
of any duty to drill offset wells in this situation, but did not absolve it from 
liability for the substantial drainage. Holding that the delay rentals provided 
for in the lease were consideration for delay in actual development, the court 
said, “Under this form of lease, the lessee may drill wells or pay rentals, but on 
the other hand he must prevent drainage or pay damages.” 12° 

This seems to be the preferable view in light of the fact that if the lessor 
is to receive income, oil must be produced. While he may be amenable to some 
delay in drilling and may accept compensation for this delay, it is unlikely that 
he regards the money received as a substitute for oil and gas which is being 
drained from his land. If oil or gas is being taken from his land, it seems that 
the lessor should be compensated for it.121 


Covenant To Market 


It is perspicuous that the oil and gas which is produced must be marketed 
if the parties are to receive the ultimate benefit for which they contracted. For 
this reason, the covenant to market the oil and gas produced is implied in the 
absence of an express marketing provision in the lease.!22 

It is incumbent upon the lessor to show that he was injured by the lessee’s 
failure to market.1*3 Regardless of whether the lessee’s duty to market is express 
or implied, reasonable diligence, taking into consideration all the circumstances, 
is the test of his performance of that duty.124 Where the lessee fails to perform 


117“? Wyhen [a landowner] leases his land to another with the exclusive right to 
drill for oil and gas on it for a stipulated period of time, there is an implied covenant 
on the part of the lessee to protect the land at least from wells drilled by him on 
adjoining property which will necessarily draw the gas from the lessor’s land.” Jd. at 308, 
230 S.W. at 288. 

118 Jd, at 313, 230 S.W. at 290. 

119 209 Miss. 687, 48 So. 2d 344 (1950). 

120 Jd. at 706, 48 So. 2d at 348. 

121 See Elliott v. Pure Oil Co., 10 Ill. 2d 146, 139 N.E.2d 295 (1956). 

122 See Brewster v. Lanyon Zinc Co., 140 Fed. 801 (8th Cir. 1905); Daughetee v. 
Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff’d, 263 Ill. 518, 105 N.E. 308 (1914); 
Carroll Gas & Oil Co. v. Skaggs, 231 Ky. 284, 21 S.W.2d 445 (1929); Strange v. Hicks, 
78 Okla. 1, 188 Pac. 347 (1920). 

123 See Carroll Gas & Oil Co. v. Skaggs, supra note 122. 

124See Strange v. Hicks, supra note 122; cf. Carroll Gas & Oil Co. v. Skaggs, 
supra note 122. “Among the facts and circumstances which are to be considered in the 
determination of the lessee’s diligence in marketing, are, the availability of marketing 
facilities, such as pipe lines and the efforts of the lessee in securing the extension of pipe- 
lines into the field; the pressure and quality of gas as affecting its marketability; the 
cost of pumping oil, the amount produced, and the prevailing market price therefor; 
and the time and manner of the performance of such acts as might result in marketing.” 
2 SumMers, Oi & Gas 634 (perm. ed. rev. repl. 1959). 
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his obligation with reasonable diligence, three possibilities present themselves to 
the lessor.1#5 

First, in a lease for a certain number of years and as long thereafter as oil 
or gas is produced in paying quantities, production is generally a condition 
precedent to the continuance of the lease beyond the term certain. A majority 
of jurisdictions hold that oil or gas must be marketed before the end of the term 
certain or the lease will expire by its own terms as “paying quantities” implies 
both production and marketing.126 

Second, a lessor may seek to terminate the lease on the theory of abandon- 
ment. Since the primary purpose of the lease is the mutual monetary benefit 
of the parties, the lessor’s theory in such an attempted cancellation is that failure 
to market the oil or gas produced indicates an intent to abandon the lease.!#7 
Circumstances are primarily determinative of abandonment in these cases.!28 

In Strange v. Hicks,!?® the plaintiff sought to have an oil and gas lease 
canceled for abandonment. In that case, wartime shortages and restrictions had 
made pipe very difficult to obtain. Since the defendant did not have enough pipe 
for a pipe line to use in marketing gas, he capped the gas well on the plaintiff’s 
property and moved his machinery elsewhere in an attempt to develop a suffi- 
ciently large field to qualify for more pipe. The defendant was in the process 
of development for three years and ultimately was successful in obtaining more 
pipe. However, while the defendant was laying the pipeline to the plaintiff’s well, 
the plaintiff, with full knowledge of defendant’s endeavors, executed a more 
favorable lease with a third party and sought to have his lease with the defendant 
canceled. Recognizing that a lease could be forfeited for failure to exercise due 
diligence in marketing, the Oklahoma court held that the defendant had satis- 
factorily explained the delay in marketing and, under these circumstances, had 
been properly diligent. The court also indicated that forfeitures are disfavored 
in these cases,189 

Third, where a lessor has established the lessee’s failure to use due diligence 
in marketing oil or gas, he has an action against the lessee for damages.!31 A 
lessor may be entitled both to cancellation and damages.!32, While determination 
of damages is also difficult in these cases, the courts have held that this is no 
serious deterrent to a damage suit.123 The usual measure of damages applied in 
breaches of the marketing covenant is the value of the royalty which the lessor 
would have received had the production been marketed.134 

The Kentucky court in Carroll Gas & Oil Co. v. Skaggs 135 awarded both 


125 See id. at 584. 

126 See id. at 213. 

127 See Carroll Gas & Oil Co. v. Skaggs, supra note 122. 

128 See Strange v. Hicks, 78 Okla. 1, 188 Pac. 347 (1920). 

129 Ibid. 

130 “Forfeitures are usually harsh and oppressive, and a court of equity will gen- 
erally refuse to aid in their enforcement.” 78 Okla. at 4, 188 Pac. at 350. 

131 See Daughetee v. Ohio Oil Co., 151 Ill. App. 102 (3d Dist. 1909), aff’d, 263 Ill. 
518, 105 N.E. 308 (1914); Carroll Gas & Oil Co. v. Skaggs, 231 Ky. 284, 21 S.W.2d 445 
(1929). 

132 Carroll Gas & Oil Co. v. Skaggs, supra note 131. 

133 See cases cited note 131 supra. 

134 Did. 

135 231 Ky. 284, 21 S.W.2d 445 (1929). 
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monetary damages and cancellation on the ground of abandonment for defendant’s 
failure to market. There, a lease for eighteen months and as long thereafter as 
oil or gas were produced in paying quantities provided that the lessor was to 
receive one-eighth royalty. Although gas was discovered, the defendant neither 
developed the premises nor marketed the gas. The court held that the royalty 
provision impliedly created an obligation for the lessee to market the gas within 
a reasonable time and that failure to do so was grounds for cancelling the lease. 
In awarding damages, the court said that the proper measure of damages 
recoverable by lessors for failure to market gas is the value of the royalty lessor 
would have received had production been marketed, “if it can be shown with 
reasonable certainty that the land would have produced a certain quantity 
of gas and that the lessor was entitled to a certain portion of the proceeds.” 13¢ 


SUMMARY 


The discovery, production, and marketing of oil and gas have given rise to 
much litigation. While all courts strive to mete out justice to all parties, various 
means of compensation have been derived for seemingly identical wrongs. How- 
ever, in such a widely spread industry, this should not be too surprising. 

In the geophysical trespass cases, the courts have applied such measures of 
damages as (1) actual surface damage; (2) the prevailing value of an exploratory 
permit; (3) diminution in leasing value caused by the wrongful exploration or 
the dissemination of the information gained; and (4) the value to the wrong- 
doer of the information resulting from his wrongdoing. 

A few courts have assessed “dry hole” trespassers damages measured by the 
diminution in leasing value resulting from the wrongful drilling of the dry hole. 
However, other courts indicate that this measure is too speculative and either 
award only nominal damages or limit recovery to actual surface damage. 

Where oil or gas are discovered by trespassing drillers, the courts distinguish 
between innocent and willful trespassers in awarding damages. A willful tres- 
passer must pay damages equal to the value of the oil and gas taken without 
deduction for cost of production, whereas an innocent trespasser is permitted to 
deduct the cost of production. 

For breach of the covenant to drill a test well, four measures of damages 
have been applied: (1) the cost of drilling—the most widely used; (2) the value 
of rents and royalties which would have been received had the well been drilled; 
(3) the loss in leasing value resulting from a failure to drill; and (4) the amount 
that a reasonably prudent operator in plaintiff's position would have contributed 
to the drilling cost in order to obtain geological information. This fourth 
measure is particularly adapted to situations where a lessor has no direct interest 
in the well to be drilled, but desires the information to guide him in the disposi- 
tion of his neighboring leases in undeveloped areas. 

For breach of the implied covenant to develop, the more usual remedy is 
conditional cancellation of the undeveloped portion of the lease. Damages are 
also an available remedy. Although a few courts have contended that damages 
should be limited to interest on the royalty value of oil which should have been 
produced, most of the courts that allow damages apply the “royalty rule.” 

For breach of the implied covenant to protect against drainage, a majority of 
courts award monetary damages. While recognizing that there will be difficulty 
in the exact ascertainment of the drainage, these courts generally apply the 
“royalty rule” in awarding damages. 


136 JJ. at 291, 21 S.W.2d at 448. 
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For breach of the marketing covenant, both cancellation and damages are 
available remedies. Cancellation is normally awarded in cases where the lessee 
is deerned to have abandoned the lease by failure to exercise due diligence in 
marketing. The usual measure of damages for breach of the marketing covenant 
is the value which the lessor would have received had the production been 
marketed diligently. 


C. W. Fecutic 








Comments 


LIMITS TO FEDERAL COURT POWER TO TRANSFER AN ACTION 
UNDER SECTION 1404(a). 


Among the revisions made in the Judicial Code in 1948 was the addition 
of a statutory corollary to the doctrine of forum non conveniens.! Section 
1404(a) provides: “For the convenience of parties and witnesses, in the interest 
of justice, a district court may transfer any civil action to any other district or 
division where it might have been brought.” (Emphasis added.) What appears 
to be a simple legislative authorization has given the federal courts considerable 
trouble.” 

It must be noted at the outset that section 1404(a) is not merely a codification 
of the doctrine of forum non conveniens.? A principal difference is that section 
1404(a) provides for a transfer to the more convenient forum while forum non 
conveniens requires the dismissal of the action in the inconvenient forum. Al- 
though there is judicial disagreement over the proper relation between the two,* 
apparently section 1404(a) stands apart and separate and “its words should be 
considered for what they say, not with the preconceived limitations derived 
from the forum non conveniens doctrine.” 5 

A recent controversy between the Fifth and Seventh Circuits brought into 
sharp focus the judicial struggle involved in determining what limitations the 
phrase “where it might have been brought” imposes on the power of a federal 
district court to transfer a case under section 1404(a). In that case, the de- 
fendants had established that a transfer to a district court in Illinois would re- 
sult in a more convenient forum since the patent infringement action could be 
consolidated with similar actions already pending there against the defendants. 
The Fifth Circuit held that the district court in which the action was brought 
had the power to transfer the action to a district of improper venue, since the 
defendants waived their venue objections.6 After the action was transferred to 


128 U.S.C. § 1404(a) (1948). 


2 Interpretation of the phrase “any civil action” was the first major problem to 
arise. Prior to section 1404(a), forum non conveniens was not available in suits arising 
under statutes with special venue provisions, such as the Federal Employers Liability 
Act (FELA) (Baltimore & O.R.R. v. Kepner, 314 U.S. 44, 62 Sup. Ct. 6 (1941)) and 
the Clayton Act (United States v. National City Lines, 334 U.S. 573, 68 Sup. Ct. 1169 
(1948) ). Under section 1404(a), however, “any civil action” includes actions brought 
under the FELA (Ex parte Collett, 337 U.S. 55, 69 Sup. Ct. 944 (1949) ) and the Clayton 
Act (United States v. National City Lines, 337 U.S. 78, 69 Sup. Cr. 955 (1949) ). 

3 The definitive American case on the subject of forum non conveniens is Gulf Oil 
Corp. v. Gilbert, 330 U.S. 501, 67 Sup. Ct. 839 (1947). See also Koster v. Lumbermen’s 
Mut. Cas. Co., 330 U.S. 518, 67 Sup. Cr. 828 (1947). For a general discussion of the back- 
ground of forum non conveniens, see Barrett, The Doctrine of Forum Non Conveniens 
in Anglo-American Law, 29 Cotum. L. Rev. 1 (1929); Brancher, The Inconvenient 
Federal Forum, 60 Harv. I.. Rev. 908 (1947); Comment, 56 Yate L.J. 1234 (1947). 


4For a discussion of the relation of forum non conveniens to section 1404(a), see 
Notes, 24 Gro. Wasn. L. Rev. 208 (1955); 8 Wasn. & Lee L. Rev. 29 (1951). 


5 All States Freight, Inc. v. Modarelli, 196 F.2d 1010, 1011 (3d Cir. 1952). 


® Patent infringement venue is limited to “the judicial district where the defendant 
resides, or where the defendant has committed acts of infringement. .. .” 28 U.S.C. § 
1400(b) (1948). Although none of the defendants resided in the Illinois district and no 
act of infringement was alleged to have been committed there, the transfer was allowed. 
The court argued that section 1404(a) “would be unduly circumscribed if a transfer 
could not be made... to a district where the defendants not only waive venue but 
to which they seek the transfer.” Ex parte Blaski, 245 F.2d 737, 738 (5th Cir. 1957). 
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Illinois, the Seventh Circuit granted the plaintiffs’ petition for mandamus? and 
directed the Illinois district court judge to transfer the case back to Texas, on 
the grounds that the Illinois district was not “where it might have been brought.” § 
The final determination of where this case will be tried must await the decision 
of the Supreme Court, which has granted certiorari.® 

The problem of defining “where it might have been brought” has confronted 
no less than six of the eleven courts of appeals, with varying results. The circuits 
are fairly well split as to whether the transferee district must be one having 
proper venue and one in which the defendant would be amenable to service of 
process.!° As more of them consider the problem for the first time, they seem 
to experience difficulty in harmonizing the apparently contradictory conclusions 
expressed in prior decisions. 

The writer submits, however, that al] of the circuit court decisions lend 
themselves to one simple and defensible rationale. A review of the decisions 
shows that in each instance where the transfer was sought by the plaintiff under 
section 1404(a) over the objections of the defendant, the district court was held 
to have lacked power to transfer. In contrast, where the defendant was the 
movant, the transfer was approved in each instance, prior to the recent Seventh 
Circuit decisions.!! 

Available congressional materials fail to shed much light in defining the limi- 
tations intended by “where it might have been brought.” 12 Similarly, the Re- 


™Two methods of reviewing rulings on motions to transfer are by direct appeal 
from a final judgment on the merits (indeed illusory), or by petition for an extra- 
ordinary writ of mandamus or prohibition. In addition, the recently enacted Inter- 
locutory Appeals Act, 28 U.S.C. § 1292(b) (approved Sept. 2, 1958), may allow a direct 
appeal of transfer rulings where the transferee court lacks venue, providing all the 
prerequisites for district court certification are met. Deepwater Exploration Co. v. 
Andrew Weir Ins. Co., 167 F. Supp. 185 (E.D. La. 1958). See Hearings on H.R. 6238 
Before Subcommittee No. 3 of the House Committee on the Judiciary, 86th Cong., 2d 
Sess. 9 (1958). 

8 The Seventh Circuit answered the Fifth Circuit’s argument by saying that “a 
court has no more right to unduly enlarge than it has to unduly circumscribe a limita- 
tion which Congress has specifically provided.” Blaski v. Hoffman, 260 F.2d 317, 322 
(7th Cir. 1958), cert. granted, 359 U.S. 904, 79 Sup. Cr. 583 (1959). 

9359 U.S. 904, 79 Sup. Cr. 583 (1959). 

10 Cases allowing transfer in spite of the improper venue and defendant’s immunity 
from process in the transferee district are: Ex parte Blaski, supra note 6; Torres v. 
Walsh, 221 F.2d 319 (2d Cir. 1955); In re Josephson, 218 F.2d 174 (1st Cir. 1954); 
Paramount Pictures, Inc. v. Rodney, 186 F.2d 111 (3d Cir. 1951); Anthony v. Kaufman, 
193 F.2d 85 (2d Cir. 1951). The following cases denied transfer under these circum- 
stances: Blackmur v. Guere, 190 F.2d 427 (Sth Cir. 1951); Foster-Milburn Co. v. Knight, 
181 F.2d 949 (2d Cir. 1950); Shapiro v. Bonanza Hotel Co., 185 F.2d 777 (9th Cir. 1950). 

11Tn Blaski v. Hoffman, supra note 8, the Seventh Circuit had difficulty in dis- 
tinguishing the decisions of four circuits which had allowed transfers to districts lack- 
ing proper venue or in which the defendant would not have been amenable to process. 
It declared that Ex parte Blaski, supra note 6, was erroneous; that Torres v. Walsh, 
supra note 10, presented a different situation because it involved an in rem proceeding; 
that the dissenters were more logical in Paramount Fictures, Inc. v. Rodney, supra note 
10; and that /7 re Josephson, supra note 10, involved a situation distinguishable on its 
facts. For the latest Seventh Circuit decision on the question, see Behimer v. Sullivan, 
261 F.2d 467 (7th Cir. 1958). : 

12 See H.R. Rep. No. 308, 80th Cong., Ist Sess., A 132 (1947); H.R. Rep. No. 2646, 
79th Cong., 2d Sess., A 127 (1946). 


“ 








654 LAW FORUM [ Vor. 1959 


visor’s notes merely indicate that “subsection (a) was drafted in accordance with 
the doctrine of forum non conveniens.” 13 It would seem, however, that section 
1404(a) was not intended to allow a transfer by parties-plaintiff, who in fact 
choose the forum in which the action is originally commenced.!* In the usual 
situation involving such a transfer of forum, the plaintiff would merely be at- 
tempting a subterfuge to evade the limitations imposed by section 4(f) of the 
Federal Rules of Civil Procedure, which provides that process may be served 
only “within the territorial limits of the state in which the district court is 
held.” It would be a rare case where the “convenience of the parties and wit- 
nesses” became known only after the plaintiff had commenced his action. It seems 
clear that to grant the plaintiff a right to invoke section 1404(a) in suits of di- 
versity so as to defeat the bounds of process is, as Judge Learned Hand noted, 
“contrary to the substantially uniform practice of Congress and [a court] ought 
to demand a plain expression of intent to so revolutionary a change.” 45 Similarly, 
the various federal venue provisions limit the districts where the action may be 
brought.!® Certainly the plaintiff should not be allowed to transfer, over the 
defendants’ objections, to a district lacking proper venue. Furthermore, it may be 
noted that the doctrine of forum non conveniens was never available to parties- 
plaintiff. 

Different considerations are involved when the defendant is the party mov- 
ing to transfer the action under section 1404(a). Both service and venue pro- 
visions are generally for the protection of the defendant and are regarded as 
personal privileges which may be waived by him.!7 The pattern of the decisions 
of the courts of appeals seems logical in allowing a transfer upon the motion of a 
defendant who expressly or impliedly waives lack of proper venue in the trans- 
feree district. Similar reasoning would allow transfer at a defendant’s request to a 
district in which he is not amenable to service of process, since the transfer 
request is tantamount to a voluntary appearance and a submission by the de- 
fendant to the transferee court’s jurisdiction. However, when a plaintiff moves 
for such a transfer, an objection by the defendant amounts to an assertion of his 
right to personal service, and thus disqualifies such district as one where the ac- 
tion “might have been brought.” 

The foregoing analysis has the merit of obtaining some semblance of con- 
sistency out of what would appear to be conflicting, if not chaotic, decisions 
of the six circuits which have considered the matter. Since the ramifications 
attached to the determination of where the trial is finally to be held are often 
of the utmost importance to the parties and the conduct of the lawsuit, it is 
hoped that the Supreme Court will shed some light on the true scope of section 
1404(a). 


Witt E, Getzen 


1328 U.S.C.A. § 1404(a) (1948). 

14For a discussion of the plaintiff’s right to invoke section 1404(a), see Note, 45 
Itu. L. Rev. 676 (1950). 

15 Foster-Milburn v. Knight, 181 F.2d 949, 952 (2d Cir. 1950). 

16 The general venue provision for federal actions is found in 28 U.S.C. § 1391 
(1948). In addition, numerous federal statutes have their own special venue requirements. 

17 Camp v. Gress, 250 U.S. 308, 39 Sup. Cr. 478 (1919). See Neirbo Co. v. Bethlehem 
Shipbuilding Corp., 308 U.S. 165, 60 Sup. Cr. 153 (1939); Interior Constr. & Improve- 
ment Co. v. Gibney, 160 U.S. 217, 16 Sup. Cr. 272 (1895); Moort, COMMENTARY ON THE 
Juviciat Cope 4 0.03 (28) (2) (1949). 
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* UNCOMPENSATED INJURIES WITHIN THE WORKMEN’S 
COMPENSATION SYSTEM 


The underlying philosophy of workmen’s compensation legislation in the 
United States is that an employee should be compensated for any disability 
which results from a work-connected injury without regard to traditional com- 
mon-law notions of fault.1 To achieve this, the Illinois Workmen’s Compensa- 
tion Act provides several types of compensation for such an injury. The em- 
ployer is required to furnish all medical services necessary to cure or relieve the 
employee of the effects of the injury.2, Where the injury does not result in death, 
the employer must compensate the employee to a limited extent for lost wages 
during any temporary period of convalescence? and thereafter during any 
period of further disability for work, whether partial or total, temporary or 
permanent.‘ In the case of a fatal injury, any dependent relatives of the employee 
are entitled to limited compensation for loss of support.5 The compensation thus 
provided is made the sole recovery available against the employer, to the ex- 
clusion of all other statutory or common-law remedies.® 

While workmen’s compensation undoubtedly fulfills its basic policy in the 
majority of cases, there are numerous instances where, although the employee 
is within the coverage of the act and his injury is work-related, nevertheless the 
injury remains partially or wholly uncompensated under the acts.7 In these 


1] Larson, WorKMEN’s CoMPENSATION Law § 1.00 (1952). 

2 Tut. Rev. Stat. c. 48, § 138.8(a) (1957). 

37d. § 138.8(b). 

*1d.§ 138.8(c-f). 

5 Id. § 138.7. 

62 Larson, op. cit. supra note 1, § 65.00. The Illinois act provides: “No common 
law or statutory right to recover damages for injury or death sustained by any employee 
while engaged in the line of his duty as such employee, other than the compensation 
herein provided, shall be available to any employee who is covered by the provisions 
of this act, to any one wholly or partially dependent upon him, the legal representatives 
of his estate, or any one otherwise entitled to recover damages for such injury.” IL. 
Rev. Stat. c. 48, § 138.5(a) (1957). See also id. § 138.11. Of course, a common-law action 
against a third-party tortfeasor survives. 

™Separate, although related, problems arise in situations: 


(1) where the employee is not covered by the workmen’s compensation act; 
(Coverage by the Illinois statute is made compulsory only with regard to persons who 
are employed in hazardous work as it is defined by the statute. Int. Rev. Stat. c. 48, 
§ 138.3 (1957). In construing the specific hazardous activities listed, however, the 
Illinois court has held that any other activities which are in fact hazardous will also 
result in compulsory coverage. Chicago Cleaning Co. v. Industrial Comm’n, 283 Ill. 177, 
118 N.E. 989 (1918) (commercial window cleaners held to be engaged in hazardous 
work). Agricultural workers are specifically exempted from compulsory coverage. 
Int. Rev. Stat. c. 48, § 138.3(8) (1957). Absent hazardous work, coverage is elective. 
The employer may elect coverage either by filing notice with the Industrial Commission 
or by insuring his liability to pay compensation. This then produces coverage for each 
employee who does not file notice to the contrary with the Industrial Commission. 
Id. § 138.2. Furthermore, since the compensation system is based on the existence of 
an employment relationship, independent contractors are not covered. The test used to 
determine whether a person is an employee or an independent contractor for this 
purpose is that of the common-law master-servant relationship. Nordland v, Poor Sisters 
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instances, the question is raised of the effect to be given to the “exclusive remedy” 
provision of the compensation statutes. 

Such cases arise where the injured employee is not compensated for some 
specific element of his injury, such as pain and suffering, where the employee is 
not compensated at all for the permanent effect of his injury because it does 
not disable him for his work, and where a third party asserts a cause of action 
based upon the injury to the employee, such as for the loss of consortium of a 
spouse. 

The problem is further complicated by the so-called “scheduled injuries” 


of St. Francis, 4 Ill. App. 2d 48, 123 N.E.2d 121 (1st Dist. 1954); Balinski v. Press 
Publishing Co., 118 Pa. Super. 89, 179 Atl. 897 (1935); 1 ANGERSTEIN, ILLINoIs WorK- 
MEN’s COMPENSATION § 117 (1952). A limited exception to this is that a covered em- 
ployer who hires an independent contractor will be liable under the act to the con- 
tractor’s employees if the contractor has not guaranteed his ability to pay compensa- 
tion. Inv. Rev. Srat. c. 48, § 138.1(a) (3) (1957). Finally, exemption from coverage is 
provided where the employee is covered by a federal statute of similar purpose, such 
as the Federal Employer’s Liability Act. Id. § 138.1(b) (2). See 1 ANGERSTEIN, Op. cit. 
supra §§ 147-50. In each of these instances, the rule is that an injured worker who is 
not covered by the compensation statute is likewise not bound by its exclusive remedy 
provision and therefore may pursue any other remedy which is available against his 
employer. Kijowski v. Times Publishing Co., 372 fll. 311, 23 N.E.2d 703 (1939) (inde- 
pendent contractor); Bowers v. Claxton, 212 Ill. App. 609 (1st Dist. 1919) (non-coverage 
by election); 2 Larson, op. cit. supra note 1, § 65.00. These decisions would seem to 
be clearly correct, based upon the compensation acts as they now exist. The exclusive 
remedy provision should have no greater applicability than the compensation system 
has coverage. However, it would appear that a more satisfactory compensation system 
would result from the /egislative elimination of elective coverage. Universal compulsory 
coverage originally was avoided because of fears of unconstitutionality which are now 
known to be unfounded. See Larson, The Model Workmen’s Compensation Act, 23 
Tenn. L. Rev. 838, 843 (1955). Although it has been estimated that 95% of the non- 
exempt and non-agricultural labor force in Illinois falls within the compulsory coverage 
provision, the other 5% is probably in large part employed by small businesses where 
the accident rate is high and the financial ability to satisfy a tort judgment is frequently 
low. See Frampton, An Appraisal of the Illinois Compensation Statute, 1957 U. It. LF. 
253, 261; Somers & SomMERs, WorKMEN’s COMPENSATION 210 (1954). Nor should agri- 
cultural workers be exempted from this compulsory coverage. The “factory in the 
field” type of farming has replaced the “family enterprise” to a large extent, and in- 
creased mechanization has made this one of the most dangerous of all industries for 
employees. See Somers & SOMERS, Op. cit. supra at 5-6, 46; Frampton, supra at 261.) 


(2) where the injury is not within the statute. 
(Here, lack of basic coverage results from the requirement of the Illinois act that the 
injury must be “accidental” and that it must “arise out of and in the course of the 
employment.” Iti. Rev. Srat. c. 48, § 138.2 (1957). To be accidental, an injury must 
be unexpected and must ha,e a definite date of infliction. 1 ANGERSTEIN, Op. cit. supra 
§ 253; Bohlen, A Problem in the Drafting of Workmen’s Compensation Acts, 25 Harv. 
L. Rev. 328 (1912). While this requirement was early held to preclude compensation 
for most occupational diseases under the workmen’s compensation statutes, the enact- 
ment of occupational disease acts has remedied this result. See, e.g., Int. Rev. Srat. c. 
48, §§ 172.36-172.62 (1957). The requirement of work relation, in general, excludes 
from coverage those injuries incurred while employees are away from work. See 
Greenfield, Injuries Arising Out of and in the Course of Employment, 1957 U. I. LF. 
191; Frampton, supra at 254. In the case of injuries which are not within the basic 
coverage of the workmen’s compensation statutes, the courts generally have held that 
the exclusive remedy provision constitutes no bar to a common-law tort action by an 
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provisions in the acts.’ If an employee receives one of the listed injuries, he is 
entitled to specified benefits without having to establish actual disability for 
work. This departure from a strict disability compensation, while justifiable as 
an administrative expediency,® does result in some non-disabling injuries being 
compensated while others are not.!® 

In approaching this area, it must be remembered that the philosophy of 
liability underlying the compensation statutes differs from that of common-law 
tort.11_ The employer’s duty to compensate is not imposed under any theory of 
redress for a wrong committed but is imposed regardless of fault on his part or 
that of the injured employee. It is predicated rather on the belief that it is 
socially desirable that an employee’s income should not be cut off by a fortuitous, 
work-related injury. Consequently, the scale of compensation is fixed in ad- 
vance by the legislature, based, at least in theory, upon the reduction in the 
employee’s earning capacity resulting from the injury.12 The compensation 
established for any particular injury is considerably less than that which might be 


injured employee against his employer. Christian v. Chicago & I.M. Ry., 412 Ill. 171, 
105 N.E.2d 741 (1952) (injury did not arise out of and in the course of employment); 
Triff v. Foundry Co., 135 Ohio St. 191, 20 N.E.2d 232 (1939) (non-accidental occupa- 
tional disease). But see Totten v. Detroit Alum. & Brass Corp., 344 Mich. 414, 72 
N.W.2d 882 (1955) (tort action denied to employee injured after work by allegedly 
negligent employer). Just as in the situations where the worker is not covered by the 
compensation act, it is generally felt that if the injury is not within the basic coverage 
provision, no part of the statute should be applicable. See 2 Larson, op. cit. supra note 1, 
§ 65.00. The limitation of coverage to injuries arising out of and in the course of em- 
ployment is currently the subject of some controversy and experimentation. This 
limitation might seem unduly restrictive, since a non-work connected injury has the 
same effect upon a wage earner and his family as does a covered injury. Furthermore, 
if the employee cannot work because of such an injury, he will not be eligible for un- 
employment compensation benefits. ILL. Rev. Stat. c. 48, § 222(c) (1957); Mohler v. 
Department of Labor, 409 Ill. 79, 97 N.E.2d 762 (1951). Consequently, four states have 
enacted temporary disability legislation in order to provide compensation for employees 
who are injured outside of the coverage of the workmen’s compensation statutes. R.I. 
Gen. Laws tit. 28, cc. 39-41 (1956); Cat. UNemp. Ins. Cope ANN. §§ 2601-3270 (Deering 
1954); N.J. Srat. ANN. §§ 43:21-25 to -56 (1950); and N.Y. WorKMEN’s Comp. Law 
§§ 200-42 (Supp. 1958). Maryland has amended its unemployment compensation law 
to continue benefits to an unemployed person who subsequently becomes disabled. Mb. 
ANN. Cope art. 95A, § 4(c) (1957).) 

8 The Illinois list of scheduled injuries includes the loss or the loss of use of an arm 
or a leg or their component parts, total and permanent loss of hearing, loss of vision, and 
loss of a testicle. Int. Rev. Strat. c. 48, § 138.8(e) (1957). See Landon, Proof of the 
Nature and Extent of Compensable Injury, 1957 U. Iti. L.F. 227, 239. 

® Generally speaking, the injuries which are scheduled are of relatively frequent 
occurrence and are usually permanently disabling. See 2 Larson, op. cit. supra note 1, 
§ 58.10. 

10For example, compare a worker with a “sit-down” job who loses a toe with a 
laborer who is rendered partially deaf. 

11 See 1 Larson, op. cit. supra note 1, §§ 2.00-.70. 


12 However, the Illinois act establishes seemingly low maximum limits on the 
benefits which are otherwise to be 75% of the employee’s reduced earning capacity. 
Thus, a totally disabled employee with four children would have to have been earning 
less than $54 a week before he would obtain the full 75% benefits. See Univ. or ILt., 
Inst. or Las. AND INpD, REL. Butt., WorKMEN’s COMPENSATION IN ILLINOIS 16-27 (1955). 
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recovered in a successful tort action, the potentially greater tort recovery being 
exchanged, it is said, for the ease and certainty of the compensation system.!4 

Hence, where an employee has been compensated for a disabling injury to 
the full extent intended by the legislature under the compensation act, the courts 
have held that the exclusive remedy provision bars a separate tort action for pain 
and suffering.!* Similarly, the compensability of a disabling injury to an employee 
is held to bar a common-law action by a spouse for loss of consortium !5 or by a 
parent for loss of services and medical expenses.!® 

Where, however, the employee receives no compensation for the permanent 
effect of his injury because it does not reduce his earning capacity, there is con- 
flict among the courts as to the effect to be given to the exclusive remedy pro- 
vision. The theory of those courts which deny recovery in tort is that the 
absence of compensation for a non-disabling injury does not vitiate the basic 
coverage of the act but, rather, is a part of the quid pro quo for ease and cer- 
tainty of recovery for disabling injuries.17 The contrary theory is that there 
should be no wrong without a remedy and that the legislature could not have 
intended to take away a remedy without providing one in return.!8 In attempting 
to reconcile these two theories, at least one court has distinguished between 
cases where the employee has received compensation for some other elements of 
his injury and those where, for reasons other than absence of basic coverage, the 
employee has received no compensation at all. Only in the latter situation is a 
tort action allowed.!® 

The allowance of tort actions seems to be an attempt to avoid the apparent 
inequity in denying any recovery for the permanent effect of an injury merely 
because it is non-disabling or because it is not included within the schedule of 
injuries. It is suggested that any such inequity is legislative in origin and should 
therefore be alleviated by the legislature, since judicial modification may be 
equally inequitable. The allowance of a common-law action in such cases not 
only places an employer in the position of carrying workmen’s compensation 
insurance and also being subjected to tort liability, but, further, it tends to destroy 
the certainty of application which is one of the basic purposes of this legisla- 
tion.?° 


18 See New York Cent. R.R. v. White, 243 U.S. 188, 201, 37 Sup. Cr. 247, 252 (1917). 

14 See, e.g., Odom v. Arkansas Pipe Co., 208 Ark. 678, 187 S.W.2d 320 (1945). 

15 See, e.g., Danek v. Hammer, 9 N.J. 56, 87 A.2d 5 (1952); Smither & Co. v. Coles, 
242 F.2d 220 (D.C. Cir. 1957) (expressly overruling Hitaffer v. Argonne Co., 183 F.2d 
811 (D.C. Cir. 1950) ). 

16 See, e.g., Courage v. Carleton, 96 N.H. 348, 77 A.2d 111 (1950). 

17 Moushon v. National Garages, 9 Ill. 2d 407, 137 N.E.2d 842 (1952); Hyett v. 
Northwestern Hosp., 147 Minn. 413, 180 N.W. 552 (1920). 

18 Boyer v. Crescen> Paper Box Co., 143 La. 368, 78 So. 596 (1918). Cf. Athison v. 
May, 201 La. 1003, 10 So. 2d 785 (1942). See also the unpublished first opinion in 
Moushon vy. National Garages, supra note 17, reported in 2 ANGERSTEIN, Op. Cit. supra 
note 7, § 968 (Supp. 1958). 

19 Compare Hyett v. Northwestern Hosp., supra note 17, with Lloyd v. Minnesota 
Valley Canning Co., 224 Minn. 305, 28 N.W.2d 697 (1947) (per curiam), as explained 
by Breimhorst v. Beckman, 227 Minn. 409, 35 N.W.2d 719 (1949). The Illinois court 
apparently rejects any such distinction. Moushon vy. National Garages, supra note 17 
(dicta); 45 Inv. B.J. 440 (1957). 

20 Such decisions may have some effect, however, in forcing legislative reformation 
through the pressure of employers being subjected to both tort and compensation 
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Moreover, it is submitted that the basic premise of workmen’s compensation 
providing benefits for work-disabling injuries—should be re-examined. The 
gradual but steady increase in the specific scheduled injuries indicates the 
recognition of a definite social need for injury compensation as well as dis- 
ability compensation. Employees no longer must spend the majority of their life 
span at work, and the compensation system should reflect this fact. Compensa- 
tion should be given not only for a person’s disability for work, but also for his 
disability to engage in those activities of normal human existence which are un- 
related to employment. 

Admittedly it would be impracticable, if not impossible, to compile a 
schedule listing every conceivable lasting effect an injury could have upon the 
human body. It does seem, however, that a system could be established under 
which benefits would be payable for the impairment of functions of the human 
body which prevent the injured person from engaging in the normal pursuits 
of life. The lasting effect of any injury would be related to the “whole man” 
under such a system.2! A refinement of this could be a secondary adjustment 
of benefits with regard to work disability. Then, any person within the scope 
of the provision would be entitled to a basic scale of benefits, but, if the employee 
also depended for his livelihood upon the use of the function which was impaired, 
the benefits would be increased accordingly. In any event, a decrease in the 
functionability of any member of the body, of any of the senses, of the reproduc- 
tive ability, or of the human body in any other lasting respect would be 
compensable under such a system.?2 

It is very easy simply to brand any extension of workmen’s compensation as 
a manifestation of “creeping socialism” or the “paternalistic welfare state.” 23 


liability. Furthermore, the allowance of a tort action will be of somewhat illusory 
benefit to an injured employee faced with the common-law defenses of contributory 
negligence, assumption of the risk, and the fellow-servant rule. These defenses ap- 
parently are still recognized by the Illinois courts. See Stahl v. Dow, 332 Ill. App. 233, 
74 N.E.2d 907 (2d Dist. 1947) (contributory negligence and assumption of the risk); 
Ryan v. Illinois Tel. Constr. Co., 159 Ill. App. 437 (1st Dist. 1911) (assumption of the 
risk and the fellow-servant rule). However, with regard to certain statutory causes 
of action, these defenses have been held inapplicable. See, e.g., American Car Co. v. 
Armentraut, 214 Ill. 509, 73 N.E. 766 (1905) (suit under the Illinois Child Labor Law); 
Fetterman v. Production Steel Co., 4 Ill. App. 2d 403, 124 N.E.2d 637 (1st Dist. 1955) 
(suit under the Illinois Structural Work Law). 

21The Committee on Medical Rating of Physical Impairment of the American 
Medical Association has recently devised a scientific method for relating any degree 
of immobility of the back or of any joint of the arm or the leg to the whole man. 
A.M.A.J. (Special Edition, Feb. 15, 1958). Further extension of this method is planned. 
See also Somers & SoMERS, Op. cit. supra note 7, at 73, reporting that “some rehabilita- 
tion experts believe that a practical method of evaluating serious neurotic and back 
injuries can be developed.” 

22For the purpose of rating the disabilities of war veterans, Congress has divided 
the range of disability into ten groups on a percentage basis, so that any one particular 
injury can be related to any one group. 38 U.S.C.A. §§ 310-15 (Supp. 1958); Kim- 
BROUGH, AMERICAN LAW oF VETERANS §§ 715-20 (2d ed. 1954). Since impairment of 
functionability may not yet be subject to precise computation, the Veterans’ Ad- 
ministration system could be considered for its administrative expediency. 

28 Since the compensation system is now financed solely by employers, any pro- 
posed extension of benefits is inevitably subject to some opposition. Particularly with 
any extensive expansion of the system (see note 7 supra), it would be arguably unjust 
as well as politically impossible to require employers to bear the entire financial burden. 
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Such political labels, however, ignore the basic fact that there is a real need for 
such amendatory legislation, as evidenced by litigants’ increasing efforts to seek 
other avenues of relief.24 The adequacy of the workmen’s compensation statutes 
should be re-evaluated in the light of current social needs.?5 


Tuomas E, Cuitcotr 


Contribution by both employers and employees either to a public fund, such as is re- 
quired under the unemployment compensation acts, or to privately carried insurance 
plans would appear to merit consideration as a practical solution. See Honey, Com- 
pulsory Nonoccupational Disability Benefits Legislation, 1952 Ins. L.J. 691. This would 
place at least a part of the cost on the direct beneficiaries of the system and, in addition, 
may have the salutary effect of making the benefits seem less like charitable assistance. 

*4In two recent cases, plaintiffs, covered under Workmen’s Compensation, sought 
recovery under the Illinois Scaffold Act, Itt. Rev. Strat. c. 48, §§ 60-69 (1957). The court 
allowed the suit under the Scaffold Act against a third person in Kennerly v. Shell Oil 
Co., 13 Ill. 2d 431, 150 N.E.2d 134 (1958) (suit against owner of premises on which 
accident had occurred), but denied a similar suit against the employer in Gannon v. 
Chicago, M., St. P., & P. Ry., 13 Ill. 2d 460, 150 N.E.2d 141 (1958) (Workmen’s Com- 
pensation Act, enacted subsequent to Scaffold Act, impliedly amended the latter). 

25See further, Symposium—The Current Status of Workmen’s Compensation, 7 
Inp. & Las. Rev. Rev. 31 (1953). 














Recent Decisions 


CONSTITUTIONAL LAW—Housing Inspection Without Warrant Not an 
Unreasonable Search. (United States) 


After discovering a half-ton pile of rodent feces and other debris in the yard 
behind defendant’s house, a health inspector was denied permission to enter by 
its owner because no search warrant had been issued. The Baltimore, Maryland 
ordinance ! under which defendant was convicted grants a right to enter in the 
daytime if the Commissioner of Health has cause to suspect that a nuisance exists 
and requires the occupant to admit a free examination. On appeal, held: Affirmed 
(four justices dissenting). The fourth 2 and fourteenth amendments do not for- 
bid as an unreasonable search the circumscribed demand for entry without a 
warrant made by the ordinance. Frank v. Maryland, 359 U.S. 360, 79 Sup. Ct. 
804 (1959). 

Recognition of the problem of urban blight and the need for slum prevention 
has caused the increased use of comprehensive municipal housing codes to main- 
tain minimum standards of housing.? Effective enforcement of such codes 
necessitates expert inspection of private homes‘ as a routine administrative ac- 
tivity aimed at securing voluntary compliance with the standards, rather than 
obtaining evidence for use in the prosecution of violators.5 While some codes 
require the inspector to obtain a court order if the occupant refuses to allow the 
inspection,® many codes, making no provision for court intervention, require 
the occupant to give access without a warrant.? With one exception such 
ordinances had previously been upheld over the objections raised in the instant 
case.8 


1 “Whenever the Commissioner of Health shall have cause to suspect that a nuisance 
exists in any house, cellar or enclosure, he may demand entry therein in the daytime, 
and if the owner or occupant shall refuse or delay to open the same and admit a free 
examination, he shall forfeit and pay for every such refusal the sum of Twenty Dollars.” 
Battimore, Mp., City Cope art. 12, § 120 (1950). 

2“The right of the people to be secure in their persons, houses, papers, and effects, 
against unreasonable searches and seizures, shall not be violated, and no Warrants shall 
issue, but upon probable cause, supported by Oath or affirmation, and particularly de- 
scribing the place to be searched, and the persons or things to be seized.” U.S. Const. 
amend. IV. 

3See Guandolo, Housing Codes in Urban Renewal, 25 Geo. Wasn. L. Rev. 1 
(1956). 

4Some inspection ordinances apply only to multiple dwelling units. See, e.g., 
Cuicaco, Itt., Municipat Cope § 46-2 (1957). In view of the greater likelihood of sub- 
standard conditions in multiple dwellings, the reasonableness of such ordinances is more 
defensible than the ordinance questioned in the instant case. However, it is difficult to 
assert that any remaining inviolability of a man’s “castle” depends upon whether it is 
located in a multiple dwelling unit or stands alone. 

5See Note, Urban Renewal: Problems of Eliminating and Preventing Urban 
Deterioration, 72 Harv. L. Rev. 504, 545 (1959). 

6 E.g., DENvER, Coto., Revisep Municipat Cope § 631.2 (1957). 

7 E.g., DayTOoN, Onto, Cope oF GENERAL OrpINANCES § 806-30 (1954); INDIANAPOLIS, 
Inp., Municipat Cope § 6-1002.1 (1953). 

8 Givner v. State, 210 Md. 484, 124 A.2d 764 (1956); Dederick v. Smith, 88 N.H. 
63, 184 Atl. 595, appeal dismissed, 299 U.S. 506, 57 Sup. Cr. 38 (1936) (barn inspection); 
State ex rel. Eaton v. Price, 168 Ohio St. 123, 151 N.E.2d 523 (1958); Richards v. City 
of Columbia, 227 S.C. 538, 88 S.E.2d 683 (1955) (dictum). Contra, District of Columbia 
v. Little, 178 F.2d 13 (D.C. Cir. 1949), aff'd, 339 U.S. 1, 70 Sup. Cr. 468 (1950) (con- 
stitutional question not decided in Supreme Court). 
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The initial issue raised was the applicability of the fourth amendment to 
governmental activities ® in civil rather than criminal or quasi-criminal fields.!° 
The cases involving the fourth amendment almost uniformly arise in the con- 
text of either criminal law enforcement or suits for penalties or forfeitures, where 
the fifth amendment prohibition of self-incrimination is also invoked.11 The 
historical origin of the fourth amendment in the struggle against general war- 
rants, which were used in aid of criminal investigations,!2 has been relied upon 
by all prior decisions upholding inspection ordinances.13 The present decision 
nominally disavowed such an analysis of the fourth amendment, recognizing the 
right to be secure from intrusion as distinct from the right of self-protection, 
and entered upon an examination of the reasonableness of the authorized 
search.14 

Four factors usually considered in determining the reasonableness of a 
statute promulgated, as was this ordinance, in the exercise of the police power 
are: (1) the gravity of the conditions which the statute seeks to correct, (2) the 
effectiveness of the statute in correcting these conditions, (3) the seriousness of 
the invasion of rights under the statute, and (4) the possibility of meeting the 
problem with a lesser invasion of rights.15 The sub-standard housing conditions 
which the ordinance was designed to prevent have a direct relation to the major 
public concerns of health and safety which are well established as proper aims of 
the police power.!® Inspection of housing is not only effective in promoting 
these interests, but is also essential in detecting sub-standard conditions, the 
majority of which are latent and, hence, can never be the subject of complaints.17 


® While it is often said that the fourth amendment does not apply to the states, 
National Safe Deposit Co. v. Stead, 232 U.S. 58, 34 Sup. Cr. 209 (1914), the Court re- 
affirmed in the instant case its declaration in Wolf v. Colorado, 338 U.S. 25, 27, 69 Sup. 
Cr. 1359, 1361 (1949), that “The security of one’s privacy against arbitrary intrusion 
by the police—which is at the core of the Fourth Amendment—is basic to a free 
society. It is therefore implicit in ‘the concept of ordered liberty’ and as such en- 
forceable against the states through the Due Process Clause.” 

10 The inapplicability of the prohibition of unreasonable searches to any exercise 
of the police power has been advocated. Brief for National Institute of Municipal Law 
Officers as Amicus Curiae, p. 8, District of Columbia v. Little, 339 U.S. 1, 70 Sup. Ct. 468 
(1950). 

11 See, e.g., Draper v. United States, 358 U.S. 307, 79 Sup. Ct. 329 (1959) (convic- 
tion for narcotics possession); Boyd v. United States, 116 U.S. 616, 6 Sup. Ct. 524 (1886) 
(forfeiture under tariff laws). 

12See generally Boyd v. United States, supra note 11; District of Columbia v. 
Little, supra note 8, at 21 (dissenting opinion). The historical approach thus confines 
protection of privacy to prevention of the specific types of infringement of this right 
which led to the fourth amendment. 

18 See cases cited note 8 supra. 

14 Frank v. Maryland, 359 U.S. 360, 365, 79 Sup. Cr. 804, 808 (1959). 

15 Note, The Consideration of Facts in “Due Process” Cases, 30 Cotum. L. Rev. 
360 (1930); see, e.g.. Berman v. Parker, 348 U.S. 26, 75 Sup. Ct. 98 (1954) (gravity of 
conditions); Liggett Co. v. Baldridge, 278 U.S. 105, 49 Sup. Ct. 57 (1928) (effectiveness) ; 
Noble State Bank v. Haskell, 219 U.S. 104, 31 Sup. Ct. 186 (1911) (degree of invasion) ; 
Dean Milk Co. v. City of Madison, 340 U.S. 349, 71 Sup. Cr. 295 (1951) (alternative 
measures). 

16 Berman v. Parker, supra note 15. 

17 Brief for National Institute of Municipal Law Officers as Amicus Curiae, p. 4, 
Frank v. Maryland, supra note 14. 
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However, the cardinal importance of the right of privacy dictates a liberal ap- 
proach to the fourth amendment.!8 Since each of these opposing arguments is 
persuasive, if ordinances less restrictive of individual rights are possible, this 
factor should be decisive in determining the reasonableness of the ordinance. 

The Court, however, gave careful consideration to but the first three of 
these factors, in effect balancing the public interest and the statute’s effective- 
ness against only the denial of individual rights. Thus, the fact that similar 
Maryland laws once required a warrant is blithely noted in the margin.1® The 
enormous disparity in the number of inspections and prosecutions for denial 
of entry leads to the observation that inspections are “welcomed by all but an 
insignificant few.” 2° Finally, a provision for application to a magistrate for court 
orders for an inspection, such as is found in the Denver, Colorado code,?! is 
apparently treated as “a synthetic search warrant” unworthy of use as a device 
for preserving individual liberty while promoting public health.22 The quantum 
of proof required for a showing of probable cause under the Denver ordinance 
obviously may differ from that required for a similar criminal search warrant. 
Perhaps, instead of requiring probable cause for an honest belief that there is, 
in fact, a code violation in such cases, the judiciary need only satisfy itself that 
the inspection is reasonable or routine, rather than oppressive or a disguised 
search for evidence to be used in prosecutions. Surely such minimal judicial 
safeguards are better than none. 

The Court also states that requiring judicial intervention would greatly 
hobble this indispensable exercise of the administrative power.23 This is the 
perennial contention when administrative expediency conflicts with the salutary 
requirements of due process of law. Moreover, the argument appears to be un- 
founded in fact because most occupants do not assert any right to refuse entry; 24 


18 Gouled v. United States, 255 U.S. 298, 41 Sup. Ct. 261 (1921). 

19 359 U.S. at 367, 79 Sup. Cr. at 809. 

20 359 U.S. at 372, 79 Sup. Cr. at 812. 

21“), Inspections. For the purpose of determining compliance with the provisions 
of this article, the manager or his authorized representative is hereby authorized and 
directed to make inspections to determine the condition, use, and occupancy of dwell- 
ings, dwelling units, rooming units, and the premises upon which the same are located. 
For the purpose of making such inspections the manager or his authorized representative 
is hereby authorized to enter, examine and survey all dwellings, dwelling units, rooming 
units and premises upon which the same are located, at all reasonable times. The owner, 
operator and occupant of every dwelling, dwelling unit and rooming unit shall give the 
manager, or his authorized representative, free access to such dwelling, dwelling unit, or 
rooming unit and its premises, for the purpose of such inspection, examination and 
survey. In event of necessity, the manager, or his authorized representative, shall pro- 
cure right to entry and inspection by application to and proper orders from a court of 
record, justice court, or municipal court in the city and county. Every occupant of a 
dwelling shall give the owner thereof, or his agent or employee, access to any part of 
such dwelling, or its premises, at all reasonable times, for the purpose of making such 
repairs or alterations as are necessary to effect compliance with the provisions of this 
article or with any rule or regulation adopted and promulgated, or any order issued 
pursuant to the provisions of this article.” (Emphasis added.) Denver, Coto., REVISED 
Municipat Cope § 631.2 (1957). 

22 359 USS. at 372, 79 Sup. Ct. at 812. 

23 359 US. at 372, 79 Sup. Cr. at 811. 

24 Although more than 36,000 inspections were made in Baltimore during 1958, 
prosecutions under the ordinance average one per year. 359 US. at 372, 79 Sup. Cr. at 
812. 
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tenants tend to welcome such inspections; 25 and the absentee owners of slums 
lack standing to refuse entry on constitutional grounds.?¢ 

This problem will once again come before the Court in Eaton v. Price,?* 
where the petitioner was imprisoned pending trial for unlawfully refusing to 
permit a duly authorized housing inspector to enter his home without a search 
warrant. The relevant Dayton, Ohio ordinance 28 authorizes the housing in- 
spector to enter all dwellings at any reasonable hour. A writ of habeas corpus 
was allowed, discharging petitioner before trial on the grounds that the ordinance 
violated the fourth amendment. On successive appeals, however, the ordinance 
was upheld on the theory that it did not authorize an unreasonable search.?° 

The language of the Dayton ordinance furnishes no ground to distinguish the 
Eaton case from the instant case. It is to be hoped, however, that the Court will 
give greater attention to the practical possibility demonstrated by the Denver 
ordinance of enforcing housing standards by lesser invasions of individual liberty. 
It is submitted that if this factor is given its proper weight, the Dayton ordinance 
will be found to contravene the fourth amendment by authorizing an unreasonable 
search, 

Rocer M. Firz-Geratp 


CONSTITUTIONAL LAW—Non-signer Clause of Illinois Fair Trade Act 
Held Valid Exercise of Police Power. (Illinois) 


Plaintiff brought an action to restrain defendant’s violation of the Illinois 
Fair Trade Act,! which allows a producer of brand name or trade-marked goods 
to set the retail price of his product by entering into a fair trade contract with 
a single retailer. The non-signer clause of this act provides that all retailers 


*5 See Note, Urban Renewal: Problems of Eliminating and Preventing Urban 
Deterioration, 72 Harv. L. Rev. 504, 546 (1959). 

*6 United States v. Muscarelle, 63 F.2d 806 (2d Cir.), cert. denied, 290 US. 642, 
54 Sup. Cr. 60 (1933). 

*7 Prob. juris. noted, 27 U.S.L. Week 3348 (U.S. June 8, 1959) (No. 699, 1958 
Term; renumbered No. 30, 1959 Term). 

*8“(a) The Housing Inspector is hereby authorized and directed to make in- 
spections to determine the condition of dwellings, dwelling units, rooming houses, 
rooming units and premises located within the city of Dayton in order that he may 
perform his duty of safeguarding the health and safety of the occupants of dwellings 
and of the general public. For the purpose of making such inspections and upon show- 
ing appropriate identification the Housing Inspector is hereby authorized to enter, 
examine and survey at any reasonable hour all dwellings, dwelling units, rooming 
houses, rooming units, and premises. The owner or occupant of every dwelling, dwell- 
ing unit, rooming house, and rooming unit or the person in charge thereof, shall give 
the Housing Inspector free access to such dwelling, dwelling unit, rooming house or 
rooming unit and its premises at any reasonable hour for the purpose of such inspec- 
tion, examination and survey.” Dayton, Onto, Cope or GENERAL OrpINANcEs § 806-30 
(1954). Other provisions of the ordinance provide for subsequent initial notice to the 
housing owner of any violations, appeal of the notice to a Housing Appeal Board, re- 
inspection after the final notice and prior to any order of vacation. Enforcement of 
this order is by way of judicial action. Jd. §§ 806-28 to -34. A penalty for violation of 
any provision is provided. Id. § 806-83. 

*9 State ex rel. Eaton v. Price, 168 Ohio St. 123, 151 N.E.2d 523 (1958), affirming 
105 Ohio App. 376, 152 N.E.2d 776 (1957). 

1 Tui. Rev. Stat. c. 121%, §§ 188-91 (1957). 
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with knowledge of the provisions of that contract are bound by its price-fixing 
features. Defendant, a non-signer, had knowingly been advertising, offering for 
sale, and selling brand name liquor below the fair trade price. On defendant’s 
direct appeal to the supreme court from an adverse ruling on a motion to dis- 
miss, held: Affirmed. The non-signer clause of the Illinois Fair Trade Act does 
not violate the due process clause of the Illinois Constitution, nor does it result 
in an unconstitutional delegation of legislative power to private persons. Kinsey 
Distilling Sales Co. v. Formost Liquor Stores, Inc., 15 Ill. 2d 182, 154 N.E.2d 290 
(1958). 

In this case, the Illinois Supreme Court was afforded the opportunity, after 
a lapse of several decades, of re-examining the constitutionality of the Illinois 
Fair Trade Act. In 1936, in Seagrams Distillers Corp. v. Old Dearborn Distribut- 
ing Co.,2 and Joseph Triner Corp. v. McNeil, the court had held the statute 
a valid exercise of the police power in protecting the good will of manufacturers 
of brand name products. 

Those cases, as consolidated in Old Dearborn Distributing Co. v. Seagrams 
Distillers Corp.,* were affirmed on appeal to the United States Supreme Court on 
federal constitutional grounds; that decision is still controlling on the federal ques- 
tion. In holding that the non-signer clause did not violate the due process clause of 
the Federal Constitution, the Court reasoned that the defendant retailers had 
not been unlawfully deprived of the right to dispose of their property at their 
own price since, under an implied consent theory, they were said to have 
acquired the product impressed with a restriction running with it: 


“Their voluntary acquisition of the property with such knowledge carried 
with it . . . assent to the protective restrictions with consequent liability 
under section 2 of the law (the non-signer provision) by which such 
acquisition was conditioned. ... The restriction already imposed with the 
knowledge of the appellants ran with the acquisition and conditioned it.” 5 


The Court regarded as the primary aim of the statute the protection of the 
producer’s good will, stating that “the price restriction is adopted as an ap- 
propriate means to that perfectly legitimate end, and not as an end in itself.” ¢ 
Federal support for fair trade legislation is rounded out by the Miller Tydings7 
and McGuire® Acts, which in effect exempt price fixing under fair trade 
legislation from the operation of the Sherman Antitrust Act.® 

With fair trade acts presently secure at the federal level, the opponents of 
fair trade have had their greatest success in attacking this legislation in the state 
courts, on state constitutional grounds. Forty-five of the states have enacted 
fair trade legislation,!° some of which has yet to be tested. Approximately half 


2 363 Ill. 610, 2 N.E.2d 940 (1936), aff'd, 299 U.S. 183, 57 Sup. Cr. 139 (1936). 

3 363 Ill. 599, 2 N.E.2d 929 (1936), aff'd sub nom., Old Dearborn Distrib. Co. v. 
Seagrams Distillers Corp., 299 U.S. 183, 57 Sup. Cr. 139 (1936). 

#200 US. 183, 57 Sup. Cr. 139 (1936). 

5 Id. at 193, 194, 57 Sup. Cr. at 144, 145. 

6 Jd. at 193, 57 Sup. Ct. at 144. 

750 Srar. 93 (1937), 15 U.S.C. § 1 (1952). 

855 Srar. 631 (1952), 15 U.S.C. § 45 (1952). 

926 Srat. 209 (1890), 15 U.S.C. §§ 1-7 (1952). 


10 Alaska, Missouri, Texas, and Vermont are the only states which have not passed 
fair trade acts. 1 Trape Rec. Rep. { 3075. 
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of those statutes which have been tested have been sustained, on virtually the 
same grounds as presented in the Old Dearborn case.11 The rest of the state 
supreme courts, in what has been regarded as a trend,!? have struck down the 
statutes as violative of the respective state constitutions and, in doing so, have 
rejected the arguments and reasoning of the Old Dearborn decision.'* Relying 
on common law, they have specifically rejected the implied consent theory as a 
ground for regarding the legislation as something other than price-fixing 
statutes.14 Under the common law, restrictions running with chatteis have never 
been recognized, and any attempt to impose such a restriction is as void as if 
attached to a fee simple in land.15 The right to fix the price of a commodity 
is therefore regarded as a property right belonging to the owner, a right which 
can only be abrogated by a valid exercise of the policy power.!® 

The decision in the present case seems unfortunate, in view of the impressive 
arguments which the opponents of fair trade have been able to muster. First of 
all, the writers are in agreement with the view of the state courts previously re- 
ferred to, that the fair trade acts in substance are nothing more than price- 
fixing statutes, notwithstanding that they purport to protect the producer’s good 
will.17 It is the retailer’s failure to comply with the price established by the 
producer which determines whether or not there has been a violation. The 
statute has no effect without its price-fixing feature. Moreover, the legislative 
history shows that the act was not fostered by manufacturers as a means of pro- 
tecting their good will, but by the proponents of the National Industrial Re- 
covery Act, who had been frustrated in their efforts to obtain federal enforce- 
ment for private price fixing.!8 


11 F.g., Max Factor Co. v. Kunsman, 5 Cal. 2d 466, 55 P.2d 177 (1936), aff'd sub 
nom., Pep Boys, Manny, Moe & Jack, Inc. v. Pyroil Sales Co., 299 U.S. 198, 57 Sup. Ct. 
147 (1936); Goldsmith v. Mead Johnson Co., 176 Md. 682, 7 A.2d 176 (1939); Bourjois 
Sale Co. v. Dorfman, 273 N.Y. 167, 7 N.E.2d 30 (1937); see Annot., 60 A.L.R.2d 420 
(1958). 

12 See Bates, Constitutionality of State Fair Trade Acts, 32 Inv. L.J. 57 (1957). 

13Liquor Store, Inc. v. Continental Distilling Corp., 40 So. 2d 371 (Fla. 1949); 
Shakespeare Co. v. Lippman’s Tool Shop Sporting Goods Co., 334 Mich. 109, 54 N.W.2d 
268 (1952); General Elec. Co. v. Wahle, 207 Ore. 302, 296 P.2d 635 (1957); see Annot., 
60 A.L.R.2d 420 (1958). 

14In fact there is an indication that the Supreme Court has recognized the true 
nature of the fair trade acts when it said that in respect to non-signers the fair trade 
acts constitute “price fixing by compulsion.” Swehegmann v. Calvert Distillers Corp., 
341 U.S. 384, 388, 71 Sup. Ct. 746, 748 (1951). 

15 1 Coke, InstiTuTEs § 360 (1st Amer. ed. 1843); Gray, RESTRAINTS ON ALIENATION 
oF Property §§ 27, 28 (1895); Chaffee, Equitable Servitudes on Chattels, 41 Harv. L. 
Rev. 945 (1928). 

16 Ribna v. McBride, 277 U.S. 350, 48 Sup. Cr. 545 (1928); Wolff Packing Co. v. 
Court of Industrial Relations, 262 U.S. 522, 43 Sup. Cr. 630 (1923). 

17 Atr’y Gen. Nat’, Comm. Antitrust Rep. 153 (1955). Shulman, Fair Trade 
Acts and the Law of Restrictive Agreements Affecting Chattels, 49 Yate L.J. 607 (1940); 
see also Olin Mathieson Corp. v. Francis, 134 Colo. 160, 301 P.2d 139 (1955); Shaggs 
Drug Center v. General Elec. Co., 63 N.M. 215, 315 P.2d 967 (1957); General Elec. Co. 
v. Wahle, supra note 13. 

18“But the organized pressure for the Fair Trade Acts came from the distributor 
groups; and the legislative response was response to distributor groups. Distributors 
organized in code authorities under the N.R.A. sought to deal with the problems of loss 
leaders, price cutting, and so called predatory or cut-throat price competition. Upon 
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Assuming that the fair trade acts are in fact mere price-fixing legislation, 
- the opponents argue further that they cannot be sustained as valid price-fixing 
statutes because the statutory proscription is not reasonably related to the evils 
which the statutes might seek to remedy. First of all, if the legislative purpose 
is to protect the small retailer, the reasonableness of the statutes may be open 
to question because only price cutting on products which carry a brand name 
or trademark is prohibited, and the small retailer is given no protection whatso- 
ever against price cutting of goods which do not carry a brand name.!® Second, 
if, as so often alleged, the legislative purpose is to protect the good will of the 
producer of brand name products, the reasonableness of the statutes may be 
equally open to question because all price cutting is prohibited.2° If the acts 
were in truth designed to protect the producer, it would seem that some sort of 
distinction should be drawn between real predatory price cutting and price 
cutting which is made possible by economic efficiency or by low overhead sales.?4 
Finally, the statutes may be criticized as unreasonable on the general ground 
that the practices sought to be regulated are not proper subjects for the police 
power, since no distinction is drawn between products which might be affected 
with a public interest and those which are not.?? 

The Illinois act is similar in form to those which other state supreme courts 
have held unconstitutional. Under the Illinois statute the manufacturer and a 
single retailer may enter into an agreement which is thereafter binding on the 
entire body of retailers within the state. Furthermore, the statute contains no 
standards whatever for the guidance of the parties who enter into such contracts, 
thereby raising the additional state constitutional objection of improper delegation 
of legislative authority.?? Finally, it is no longer arguable that fair trade legisla- 
tion is necessary as an emergency measure to promote recovery in a period of 
economic depression.?4 


the demise of N.R.A., they turned to the Fair Trade Acts as a partial substitute. The 
concern of the distributors was not for the good will symbolized by the trade mark, but 
for their own welfare. They sought adequate mark up, and adequate profit on the goods 
which they marketed—not the protection of the manufacturer’s trade expectancies. . 

If the producer were also to profit from the scheme, that was an accidental incident.” 
Shulmann, supra note 17, at 616. 


19“The difference, if any, is scarcely such as to render the restrictions on price 
cutting valid in one instance and invalid in the other. The difference in effect upon 
the general welfare in the 2 cases is difficult to discern.” Shakespeare Co. v. Lippman’s 
Tool Shop Sporting Goods Co., 334 Mich. 109, 116, 54 N.W.2d 268, 271 (1952). 


20“Few would object to legislation designed to relieve them of the alleged effect 
of ‘loss leaders’, if only the practice could be properly identified and an appropriate 
means for its confinement devised. But the Fair Trade Acts attempt much more. They 
permit elimination of price competition in the distribution of goods even where differ- 
ences in price reflect differences in efficiency.” Shulman, supra note 17, at 619. 

21 “Since state enactments vest absolute discretion in suppliers for determining the 
level of a ‘Fair Trade’ price, the legislative price setting extends far beyond the essential 
guarantees of ‘loss-leader’ control. An effective ‘Fair Trade’ system, moreover, strikes 
not only at promotional price cutting, but at all price reductions which pass to the 
consumer the economies of competitive distribution.” Atr’y Gen. Nat’ Comm. ANTI- 
trust Rep. 153 (1955). 

22 Scully v. Hallihan, 365 Ill. 185, 6 N.E.2d 136 (1937); People v. Carolene Products 
Co., 345 Ill. 166, 177 N.E. 698 (1931). 


28 ILL. Const. art. 4, § 1. 
24 Cf. General Elec. Co. v. Wahle, 207 Ore. 302, 296 P.2d 635 (1956). 
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In view of all the arguments, both conceptual and practical, which were 
available to the court, and because fair trade has increasingly come to be re- 
garded as neither necessary nor fair, the result reached in the principal case 
seems regrettable. 


DonaLp E. ANDREWS 


CONSTITUTIONAL LAW—Raw Materials Imported by Manufacturer Not 
Protected From State Property Tax by Import-Export Clause. (United States) 


In reviewing similar cases out of Ohio! and Wisconsin,? the Supreme Court 
considered the power of the states, under the import-export clause of the United 
States Constitution, to tax goods which had been imported for the purpose of 
manufacture. In the Ohio case, taxpayer imported various iron ores which were 
deposited in piles segregated by type until needed in the manufacturing process. 
An estimated three months’ future supply was continuously maintained in each 
stock pile. In the Wisconsin case, taxpayer imported lumber and wood veneers. 
The veneers were stored in their original containers until used. The lumber, 
being green and shipped in bulk, was stacked in the open for air-drying prepara- 
tory to entering the manufacturing process. In each case, an ad valorem prop- 
erty tax was levied on the goods thus stored within the state, and, in each, the 
state supreme court upheld the constitutionality of the assessment. On review, 
held: Affirmed (two justices dissenting). Goods stored, even in their original 
packages, to meet current manufacturing requirements have already been com- 
mitted to the use for which they were imported and are therefore no longer 
immune from state taxation. Youngstown Sheet & Tube Co. v. Bowers, 358 U.S. 
534, 79 Sup. Cr. 383 (1959). 

The import-export clause of the federal constitution? was designed to 
remedy several of the defects which had arisen under the Articles of Confedera- 
tion.* The primary aim of this clause was to provide a source of revenue for the 
national government which could not be reached or controlled by the states.® 


1 Youngstown Sheet & Tube Co. v. Bowers, 166 Ohio St. 122, 140 N.E.2d 313 
(1957). 

2 United States Plywood Corp. v. City of Algoma, 2 Wis. 2d 567, 87 N.W.2d 481 
(1958). For comment, see 27 ForpHaM L. Rev. 278 (1958); 36 Texas L. REv. 826 (1958). 

3“No state shall, without the consent of the Congress, lay any imposts or duties 
on imports or exports, except what may be absolutely necessary for executing its in- 
spection laws: and the net produce of all duties and imposts, laid by any state on im- 
ports or exports, shall be for the use of the treasury of the United States; and all such 
laws shall be subject to the revision and control of the Congress.” U.S. Const. art. I, 
§ 10, cl. 2. 

*See generally, Mapison, JoURNAL OF THE FEDERAL CONVENTION 622-23 (Scott ed. 
1893). 

5 “But still a more striking defect [under the Articles of Confederation] was the 
total want of power to lay and levy taxes. . . . Requisitions were to be made upon 
thirteen independent states; and it depended upon the good will of the legislature of 
each state, whether it would comply at all; or if it did comply, at what time, and in 
what manner.” Story, COMMENTARIES ON THE CONSTITUTION OF THE UNITED STATES 96- 
97 (abridged ed. 1833). 

“In America, it is evident, that we must a long time depend for the means of 
revenue, chiefly on such duties. . . . The genius of the people will illy brook the in- 
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A second purpose was to place the regulation of foreign commerce in the central 
government rather than severally and autonomously in the states.6 Thirdly, the 
import-export clause was designed to obviate the then common practice among 
the seaboard states of supporting their governments by means of import duties 
at the ultimate expense of inland consumers.” 

While it is possible that the framers of the Constitution envisioned only 
direct duties on the importing process as being within the prohibition of the 
import-export clause,’ it soon became apparent that the same evils would be 
perpetuated by indirect taxes on imports. Consequently, in Brown v. Maryland, 
the Supreme Court held unconstitutional a state license tax imposed on importers 
as a condition precedent to the right to sell imported goods, stating: 


“[While we admit that sound principles of construction ought to restrain 
all courts from carrying the words of the prohibition beyond the object the 
constitution is intended to secure, that there must be a point of time when 
the prohibition ceases, and the power of the state to tax commences; we can- 
not admit that this point of time is the instant that the articles enter the 
country.” 1° 


Going beyond the issues of the case, Chief Justice Marshall then established the 
basis for all subsequent decisions in this area: 


“Tt is sufficient for the present to say, generally, that when the importer 
has so acted upon the thing imported that it has become incorporated and 
mixed up with the mass of property in the country, it has, perhaps, lost its 
distinctive character as an import, and has become subject to the taxing 
power of the state; but while remaining the property of the importer, in his 


quisitive and peremptory spirit of excise laws. The pockets of the farmers, on the other 
hand, will reluctantly yield but scanty supplies, in the unwholesome shape of impositions 
on their houses and lands; and personal property is too precarious and invisible a fund 
to be laid hold of in any other way, than by the imperceptible agency of taxes on 
consumption.” THE FEperauist No. 12, at 123 (Hamilton ed. 1864) (Hamilton). 


6 “(T]he want of any power in congress to regulate foreign or domestic commerce 
was deemed a leading defect in the confederation. . . . It was, indeed, idle and visionary to 
suppose, that while thirteen independent states possessed the exclusive power of regulating 
commerce, there could be found any uniformity of system, or any harmony and coopera- 
tion for the general welfare. .. . [E]ach state would legislate according to its estimate of 
its own interests, the importance of its own products, and the local advantages or dis- 
advantages of its position in a political or commercial view.” Story, op. cit. supra note 5, 
at 99-100. See also Letter of James Madison to Professor Davis, 1832, in 3 FARRAND, 
RECORDS OF THE FEDERAL CONVENTION 518, 520-21 (1911). 

7™“New York, Pennsylvania, Rhode Island, and Virginia, previous to the establish- 
ment of the present Constitution, had opportunities of taxing the consumption of their 
neighbors, and the exasperating effect on them formed a conspicuous chapter in the 
history of the period. The grievance would now be extended to the inland States, which 
necessarily receive their foreign supplies through the maritime States, and would be heard 
in a voice to which a deaf ear could not be turned.” Letter of James Madison to Pro- 
fessor Davis, supra note 6, at 519. See also Story, op. cit. supra note 5, at 354; Mexican 
Petroleum Corp v. Louisiana Tax Comm’n, 173 La. 604, 611-12, 138 So. 117, 119 (1931). 

The cases seem to emphasize this as the dominant objective of the import-export 
clause. See Brown v. Maryland, 25 U.S. (12 Wheat.) 419 (1827); Cook v. Pennsylvania, 
97 U.S. 566 (1878). 

8 See quotation from Tue Feperauist No. 12, op. cit. supra note 5. 

925 U.S. (12 Wheat.) 419 (1827). 

10 Td. at 441. 
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warehouse, in the original form or package in which it was imported, a tax 
upon it is too plainly a duty on imports to escape the prohibition in the 
constitution.” 11 


Expanding upon this famous dictum, the courts have held that the state tax 
immunity of an imported article terminates when it is subjected to processing,!* 
sold by the importer,!* removed from its original shipping container,!* or other- 
wise put to the use for which it was imported.15 On the other hand, where the 
import status of goods has not been so impaired, various state taxes ranging from 
sales taxes restricted to imported goods !® to ad valorem taxes on all personal 
property within the jurisdiction 17 have been declared unconstitutional. Further- 


11 Jd. at 441-42. (Emphasis added.) 


12 Gulf Fisheries Co. v. MacInerney, 276 U.S. 124, 48 Sup. Ct. 227 (1927) (state tax 
on imported fish levied after they had been cleaned and iced held constitutional). 


18 Waring v. The Mayor, 75 U.S. (8 Wall.) 110 (1868) (state tax levied on the 
resale of imported goods by a purchaser from the importer upheld). In dictum, the 
Court explained: “Sales by the importer are held to be exempt from State taxation be- 
cause the importer purchases, by the payment of the duty, a right to dispose of the 
merchandise as well as to bring it into the country... .” Id. at 122. See also Southern 
Pac. Co. v. City of Calexico, 288 Fed. 634 (S.D. Cal. 1923); cf. New York ex rel. Burke v. 
Wells, 208 U.S. 14, 28 Sup. Cr. 193 (1907) (state may levy property tax on proceeds of 
sale by importer). 

14“Undoubtedly the payment of duties imposed by the United States on imports 
gives the importer the right to bring his goods into this country for sale, but he does 
not, simply by paying the duties, escape taxation upon such goods as property after 
they have reached their destination for use or trade, and the box, case, or bale con- 
taining them has been opened and the goods exposed to sale.” F. May & Co. v. New 
Orleans, 178 U.S. 496, 504, 20 Sup. Ct. 976, 979 (1899) (state tax on imported goods 
which had been removed by the importer from the shipping crate upheld). See also 
a series of cases dealing with the taxability of oil imported in bulk in tanker ships after 
it had been pumped into storage tanks on shore. Mexican Petroleum Corp. v. City of 
South Portland, 121 Me. 128, 115 Atl. 900 (1922) (ship held to be “original container” 
and tax upheld); City of Galveston v. Mexican Petroleum Corp., 15 F.2d 208 (S.D. 
Tex. 1926) (oil retained its character as an import and therefore was not subject to 
state taxation); Mexican Petroleum Corp. v. Louisiana Tax Comm’n, 173 La. 604, 138 
So. 117 (1931) (oil still an import). Cf. Southern Pac. Co. v. City of Calexico, supra 
note 13, at 642, where it was held that the compression of cotton bales to two-thirds of 
size for shipment “did not substantially change the form, aspect, or container of the thing 
imported.” (Emphasis added.) 

15 See Southern Pac. Co. v. City of Calexico, supra note 13, at 642 (pledge of im- 
ported article to secure loan held to terminate immunity from state taxation), where 
the rule was propounded: “The controlling question is: Was the property kept segre- 
gated from the general mass of property in the state in such a way that it could 
always be identified, and not subjected to any beneficial use?” Consistently, it was also 
held in that case that the mere offering of imported goods for sale did not vitiate their 
character as imports. But cf. City of Galveston v. Mexican Petroleum Corp., supra 
note 14, at 208, where there is dictum that the imported bulk oil would lose its tax 
immunity “when, and if, it was maintained the tanks for the purpose of general and 
indiscriminate sale.” (Emphasis added.) 

16 Cook v. Pennsylvania, 97 U.S. 566 (1878) (tax on sales of foreign goods at 
auction). See also Brown v. Maryland, 25 U.S. (12 Wheat.) 419 (1827) (license tax on 
importers). 

17 Hooven & Allison Co. v. Evatt, 324 U.S. 652, 65 Sup. Cr. 870 (1944). See also 
Anglo-Chilean Corp. v. Alabama, 288 U.S. 218, 53 Sup. Cr. 373 (1932) (franchise tax on 
domestic and foreign corporations based upon property owned within the state). 
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more, at least until the instant case, the courts purported to make no distinction 
between finished goods imported for immediate use or sale and goods imported 
for processing or manufacturing prior to use or sale,!8 nor between goods which 
were stored by the importer at the border and those stored by him in an inland 
state.19 

In the instant case, the Court established a new limitation on the state tax 
immunity of goods of foreign origin,?° a limitation which would appear to cast 
some doubt upon the current validity of prior decisions in this area.*1 Here, the 
goods were imported to be used as raw materials by the importers in manu- 
facturing processes. As soon as these raw materials reached the importers’ 
premises and were there stored, to be withdrawn as needed for “current manu- 
facturing requirements,” they were found, without more, to have “become in- 
corporated and mixed up with the mass of property in the country.” It was con- 
sidered to be immaterial that the goods had then not been removed from their 
original containers, subjected to processing,?? or sold. However, under ordinary 
circumstances, it is axiomatic that no manufacturer will maintain a greater supply 
of raw materials than is required for current operations.23 Thus, the Court ap- 
pears to have drawn the line beyond which imports are amenable to state taxa- 
tion at that point when the importer obtains physical possession of the goods 
within the state. Moreover, if it continues to be true that there is no distinction 
between imports for manufacture and imports for sale,?* it would seem to follow 


18 F.g., “We do not perceive upon what grounds it can be thought that imports 
for manufacture lose their character as imports any sooner or more readily than im- 
ports for sale.” Hooven & Allison Co. v. Evatt, 324 U.S. 652, 667, 65 Sup. Cr. 870, 878 
(1944). But cf. Powell, State Taxation of Imports—When Does an Import Cease To Be 
an Import? 58 Harv. L. Rev. 858, 861 (1945). 

19“For the purpose of the immunity it has not been thought, nor is there reason 
for supposing, that it matters whether the imported merchandise is stored . . . in the 
importer’s warehouse at the port of entry or in an interior state.’ Hooven & Allison Co. 
v. Evatt, 324 U.S. 652, 664, 65 Sup. Cr. 870, 877 (1944). 

20 See, e.g., American Mfg. Co. v. City of St. Louis, 238 Mo. 267, 276, 142 S.W. 297, 
299 (1911), where it was stated: “While we hold that the jute butts [material employed 
in the manufacture of paper bags] owned and held by the plaintiff in the original 
packages, for use in its factory, are in a general sense not taxable by defendant, it would 
be unreasonable to allow plaintiff to import and store such property in this State and 
hold it exempt from taxation for any longer period of time than is necessary to enable 
it to manufacture same in the ordinary course of its business.” 

21 Writing for the dissent, Mr. Justice Frankfurter stated that the decision of the 
majority of the Court “turns Brown v. Maryland and its progeny into ad hoc results 
unrelated to their rationale, and disregards the harmonious reasoning on which these 
decisions were based and the process of one hundred and thirty-two years of con- 
stitutional adjudication.” Youngstown Sheet & Tube Co. v. Bowers, 358 U.S. 534, 566, 
79 Sup. Ct. 383, 400-01 (1959). 

22 While the green lumber was stacked for air-drying, the Court did not rest its 
decision upon this fact, nor did it restrict its holding to these goods. See Youngstown 
Sheet & Tube Co. v. Bowers, 358 U.S. 534, 566, 79 Sup. Cr. 383, 400-01 (1959). 

23 Should a manufacturer purchase a greater quantity of material, as, to take ad- 
vantage of a temporary price decrease, a court, to be consistent with the principal 
decision, would have to hold the increment to be immune from taxation. But see note 
20 supra. 

*4See note 18 supra and accompanying text. Notwithstanding dicta to the con- 
trary, it is at least arguable that imports for manufacture have not, in the past, been 
treated by the courts the same as imports for immediate sale. “If imported goods held 
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from the instant case that once finished merchandise produced in a foreign 
country has reached the importing seller’s warehouse, it is subject to state levy, 
a result directly in conflict with Brown v. Maryland.25 

However, considering the historical background and objectives of the 
import-export clause and the present state of international commerce and na- 
tional revenue, it is submitted that the allowance of state property tax on goods 
of foreign origin, whether imported for immediate sale or for preparatory manu- 
facture, is entirely valid. Import duties are no longer the principal source of 
governmental revenue.?® It follows therefore that the fiscal aspect of the clause 
is no longer the cogent consideration it was at an earlier period. Secondly, 
while the need for central regulation of foreign commerce remains undiminished, 
it is difficult to perceive how this regulation would be impaired by ad valorem 
property tax levies. Before any chattel will be subject to such a levy, it must 
have a tax situs within the jurisdiction, and it must be owned by a resident of 
the jurisdiction.27 This requisite degree of permanency of location, itself, would 
seem to obviate any effect upon the regulation of imports. On the other hand, 
imported, as well as domestic, goods invoke the protective police powers of the 
state in which they are located. Manifestly, the payment of import duties to the 
federal government does not dispel the obvious discrimination in subjecting do- 
mestic articles to the cost of protecting imported goods. Lastly, it is said that 
the “great importing states” will be able to tax inland consumers unless the 
import-export clause is given sweeping application. Whatever validity this 
objective may now have, considering the many points of entry which have been 
developed for imports, would seem, again, to be rendered nugatory by the 
realization that both imported and domestic goods should bear the cost of the 
protection furnished by the state of situs. 

Moreover, such undeserved tax immunity is not necessarily compelled by 
the terse language of the import-export clause.28 The extent to which its pro- 
hibition applies must depend upon a judicial interpretation of the words, “im- 
posts or duties” and “imports.” 2® In view of the ambiguous nature of the pro- 


for sale are still imports, practical consistency requires the same ruling for goods held 
for processing preparatory to sale. Indeed, if there were not the alternative unfrocking 
of imports by breaking the packing case, it might be urged that materials being used 
for processing prior to sale should enjoy the same immunity as goods held for sale in 
their pristine form.” Powell, supra note 18, at 861. 

25 See note 21 supra. 

26 While import duties accounted for over 40% of the net budget revenue of the 
United States in 1900, in 1957 only 1% was derived from this source. Economic 
ALMANAC 430-31, 433 (1958). Other sources are now being employed to an extent not 
anticipated at the time of the Federal Convention. See quotation from THE FEDERALIST 
No. 12, op. cit. supra note 5. 

27See Minnesota v. Bl:sius, 290 U.S. 1, 54 Sup. Cr. 34 (1933) (sustaining a state 
ad valorem property tax under the commerce clause). 

28 See note 3 supra. 

29It has been stated that the juxtaposition of “imports” and “exports” in the 
clause may have restrictive significance. “An export can hardly become an export until 
it is on its way... . Thus the forbidden state duties on exports must be confined to 
exactions on the exporting process. . . . So it might be contended that no property tax 
was embraced within either clause, unless it could be put in the class of an impost or 
duty because of its effect on the importing or exporting process.” Powell, supra note 18, 
at 866. 
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vision, at least as applied to taxes levied other than directly upon the importing 
process itself, it is not impossible to construe this clause in conformance with 
both the intent of the framers and the current needs of the intergovernmental 
relationship under the federal system.3° Just as it may be seen that immunity from 
ad valorem taxation is unwarranted today and inherently discriminatory, it can 
be shown that this form of state assessment was not within the concern of the 
delegates to the Federal Convention.®4 

Thus, while the decision of the Court in the instant case may, at least if 
carried to its logical conclusion, be said to have disregarded considerable con- 
trary precedent, it is contended that the result obtained is wholly justified. It 
is only to be regretted that the Court did not base its decision upon the more 
fundamental question of whether any state ad valorem personal property tax is, 
in the first instance, within the fatal embrace of the import-export clause. 


Tuomas E. Cuitcotr 


CONSTITUTIONAL LAW-—State Taxation of Apportioned Net Income of 
Foreign Corporation Doing Strictly Interstate Business Not Violation of Com- 
merce Clause. (United States) 


In two recent cases, the Supreme Court considered the constitutionality of a 
state tax on the apportioned net income of a foreign corporation whose activities 
were exclusively in furtherance of interstate commerce. In both cases, the tax- 
payers solicited and sold products to customers in the taxing states. Acceptance 
of the orders took place at the taxpayers’ out-of-state headquarters. The tax was 
levied on that portion of the taxpayers’ net income which was attributable to 
their activities in the taxing states.1 In neither case was the reasonableness of the 
apportionment formula question, nor was it disputed that the taxpayers were 
doing a purely interstate business in the taxing states. Objection was made to the 
taxes on the grounds that they violated both the commerce and due process? 


30 See, e.g., United States v. Classic, 313 U.S. 299, 61 Sup. Ct. 103 (1941), where the 
Court reversed its position with regard to the constitutional right to vote in state primary 
elections to conform to changed conditions. 


31“(T]t was not the property taxes of the states that were criticised as trade 
barriers under the Articles of Confederation.” Powell, supra note 18, at 866. See also 
quotation from Tue Feperauist No. 12, op. cit. supra note 5. 

1 Minn. Stat. ANN. § 290.03 (1947): “Classes of taxpayers. An annual tax for each 
taxable year, computed in the manner and at the rates hereinafter provided, is hereby 
imposed upon the taxable net income for such year of the following classes of taxpayers: 
(1) Domestic and foreign corporations not taxable under section 290.02 which own 
property within this state or whose business within this state during the taxable year 
consists exclusively of foreign commerce, or both; ... .” 

Ga. Cope ANN. § 92-3113 (1937): “Corporations, allocation and apportionment 
of income. The tax imposed by this law shall apply to the entire net income, as herein 
defined, received by every corporation, foreign or domestic, owning property or doing 
business in this State. Every such corporation shall be deemed to be doing business 
within this State if it engages within this State in any activities or transactions for the 
purpose of financial profit or gain, whether or not such corporation qualifies to do 
business within this, and whether or not any such activity or transaction is connected 
with interstate or foreign commerce. . . .” 

2 The due process objection was summarily disposed of by the court in the instant 
case, and the dissenters did not question the propriety of the majority in so doing. 
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clauses. Upon reaching the United States Supreme Court, the cases were con- 
solidated for the purpose of decision. Held: Both taxes are valid (three justices 
dissenting). Net income, although derived from purely interstate operations of 
a foreign corporation, may be subjected to state taxation provided that the levy 
is not discriminatory and is properly apportioned to local activities. North- 
western States Portland Cement Co. v. Minnesota and T. V. Williams v. Stock- 
ham Valves & Fittings, Inc., 358 U.S. 450, 79 Sup. Cr. 357 (1959). 

The traditional view was that the commerce clause? created an area of 
trade which was entirely free from state taxation.‘ Taxes imposed directly > 
upon any phase of interstate commerce were struck down without any inquiry 
as to their practical economic effect.6 It was stated that “interstate commerce 
may not be taxed at all.” 7 

With the appointment of Justice Stone to the Court, a new philosophy began 
to emerge, resulting in the “multiple burden” test. In Western Live Stock Co. 
v. Bureau of Revenue,’ a gross receipts tax upon the advertising revenues of a 
magazine which solicited advertising from out of state and which had an inter- 
state circulation was held valid. The tax could have been upheld on the basis 
that it was merely a tax upon a local activity, since the entire physical plant 
was located in the taxing state. Instead, Justice Stone, writing for the majority, 
chose a direct, practical approach to the problem. While conceding that gross 
receipts taxes levied upon interstate commerce had traditionally been invalidated, 
he contended that the commerce clause compelled such a result only where it 
appeared that it was possible for two or more states to reach the same trans- 
action in the same way. In the absence of such multiple burden which would 
place interstate business at an economic disadvantage, it should bear its share 
of local taxation. 

“Apportionment” became the watchword of state legislators eager to aug- 
ment revenues by levying upon interstate business operations. It was the general 
feeling that any direct tax could be laid upon interstate commerce if the correct 


Justice Clark, writing for the majority said: “It strains reality to say, in terms of our 
decisions, that each of the corporations here was not sufficiently involved in local events 
to forge ‘some definite link, some minimum connection’ sufficient to satisfy due process 
requirements.” 358 U.S. 450, 464, 79 Sup. Cr. 357, 366 (1959). See Miller Bros. Co. v. 
Maryland, 347 U.S. 340, 74 Sup. Cr. 535 (1954). 

3U.S. Const. art. I, § 8, cl. 3: “The Congress shall have power . . . to regulate 
Commerce with foreign Nations, and among the several States, and with the Indian 
Tribes.” 

4State Freight Cases, 82 U.S. (15 Wall.) 232 (1878); Robbins v. Shelby County 
Taxing District, 120 U.S. 489 (1887); Hellerstein, State Taxation of Interstate Business 
Under the Commerce Clause, § J. TAXATION 303 (1956). 

5 By a “direct” tax, as the term is employed here, is meant a tax which is in form 
levied upon interstate comn erce. For example, gross receipts tax has traditionally been 
characterized as a direct tax, whereas a net income tax has always been regarded as an 
indirect tax. Whether interstate commerce is economically burdened by the tax is 
irrelevant in determining if the tax is direct or indirect. Interstate Oil Pipe Line Co. v. 
Stone, 337 U.S. 662, 69 Sup. Ct. 1264 (1949). Cf. a “direct” tax within the meaning of 
art. I, § 8 of the Constitution, which provides in part that “no capitation, or other direct, 
Tax shall be laid, unless in Proportion to the Census.” 

6 Glouster Ferry Co. v. Pennsylvania, 114 U.S. 196 (1885). 

7 Robbins v. Shelby County Taxing District, supra note 4. 


§ 303 U.S. 250, 58 Sup. Ct. 546 (1938). 
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formula were employed.® This illusion was shattered by Freeman v. Hewit,!® 
where an Indiana gross receipts tax was held to be invalid as applied to the 
receipts of an Indiana resident from sales of securities on the New York Stock 
Exchange through an Indiana broker. Although an unapportioned tax was in- 
volved, Justice Frankfurter, writing for the majority, used language which re- 
established the doctrine that a direct tax upon interstate commerce was fatally 
defective even though apportioned.!! Justice Rutledge concurred in the result 
but objected that the majority’s application of the test of direct burden repre- 
sented a return to formalism. Thus, at the present time, if a tax is imposed 
directly upon interstate commerce, the fact that it is apportioned will not save 
it.12 

On the other hand, the validity of a tax which only remotely or indirectly 
affects interstate commerce is also firmly established. The leading case of 
United States Glue Co. v. Oak Creek }3 decided that a net income tax laid upon 
a corporation doing an interstate and a local business was merely an indirect 
burden and therefore valid. The fact that the taxpayer had been doing some 
local as well as interstate business caused speculation, however, as to whether 
an apportioned net income tax levied upon a corporation engaged solely in in- 
terstate commerce would be upheld.!4 

In 1946, an opportunity to settle this question was presented to the Court by 
West Publishing Co. v. McColgan.5 California had imposed a net income tax 
upon a nation-wide legal publishing company which maintained salesmen in 
the state to solicit orders which were accepted outside the state and shipped 
into the state directly to the customer. The salesmen collected payments on 
orders received by them, handled some delinquent accounts and looked after 
complaints. In sustaining the tax, the California court took the position that 
whereas a tax imposed upon the privilege of doing business as measured by net 


®See Hellerstein, State Taxation of Interstate Business Under the Commerce 
Clause, § J. Taxation 303 (1956); Menard, State Taxation of Interstate Commerce: 
From Form to Substance and Back Again, 18 Onto St. L.J. 9, 14 (1957). 

10 329 U.S. 249, 67 Sup. Ct. 247 (1946). 

11 For example: “Nor is there any warrant in the constitutional principles hereto- 
fore applied by this court to support the notion that a State may be allowed one 
single-tax-worth of direct interference with the free flow of commerce.” Id. at 254, 67 
Sup. Ct. at 279. 

12 Spector Motor Service, Inc. v. O’Connor, 340 U.S. 602, 71 Sup. Cr. 508 (1951), 
discussed infra. 

13 247 U.S. 321, 38 Sup. Ct. 499 (1918). On the basis of this case, the Supreme Court 
has held that a tax upon the net income of a nonresident from business carried on by 
him in the state is not a burden upon interstate commerce merely because the products 
of the business are shipped out of the state. Shaffer v. Carter, 252 U.S. 37, 40 Sup. Ct. 221 
(1920). 

See also Underwood Typewriter Co. v. Chamberlaim, 254 U.S. 113, 41 Sup. Ct. 45 
(1920), and Bass, Ratcliff & Gretton, Ltd. v. State Tax Comm’n, 266 US. 271, 45 Sup. Ct. 
82 (1924), where taxes similar to the one found in the Oak Creek case were sustained. 

Implicit in the Oak Creek decision was the requirement that the tax be fairly ap- 
portioned. In Hans Rees’ Sons v. North Carolina, 283 U.S. 123, 51 Sup. Cr. 358 (1931), 
a net income tax which was disproportionately allocated was held invalid. 

14 Brabson, Multistate Taxation of the Transportation Industry, 18 Onno Sr. L.J. 22, 
30 (1957). 

15 328 U.S. 823, 66 Sup. Ct. 1378 (1946). 
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income would be invalid even though apportioned, a tax upon the net income 
itself, properly apportioned, did not violate the commerce clause, even though 
the taxpayer was engaged exclusively in interstate commerce.!® The United 
States Supreme Court upheld the tax, but only in a disappointingly brief per 
curiam opinion which may be construed either as approving the California 
court’s view that a properly apportioned net income tax was valid or as holding 
that the salesmen’s activities constituted a local business which provided a proper 
subject for state taxation.17 This was the state of the law prior to the present 
decision. In sustaining the taxes here, the Court came squarely to grips with the 
problem which it had left open in the Oak Creek case and had sidestepped in the 
West Publishing case. 

That form carries more weight than substance in the area of state taxation 
of interstate operations becomes apparent when the instant decision is compared 
with another relatively recent opinion, Spector Motor Service, Inc. v. O’Connor.18 
There, Connecticut had levied a tax upon the privilege of doing busiiess measured 
by net income allocated to the state. The taxpayer, a foreign corporation, was 
engaged in purely interstate commerce. Obviously, the economic impact upon 
the taxpayer in the Spector case and those in the present decision are identical. 
Nevertheless, the Court held Connecticut’s tax to be in violation of the com- 
merce clause while it upheld the taxes in the instant decision.!® 

The decision here definitely opens up another constitutional channel which 
the states may utilize to “make interstate commerce pay its way.” It would be 
difficult to quarrel with the proposition that interstate commerce should carry 
its own financial burden. But Justice Frankfurter, in his dissenting opinion, 
apprehends that the states may seize upon this decision to compel interstate 
business to pay for more than its share of governmental services. He points to 
the extensive litigation which has challenged apportionment formulas in the 
case of railroads and express companies and maintains that the division of the 
court on these cases is a good index of what can be expected when cases involving 
the more numerous non-transportation industries come before the court.2° In 
conclusion, he offers this advice: 


“The solution to these problems ought not to rest on the self-serving deter- 
mination of the States of what they are entitled to out of the Nation’s re- 
sources. Congress alone can formulate policies founded upon economic re- 
alities, perhaps to be applied to the myriad situation involved by a properly 
constituted and duly informed administrative agency.” 21 


The suggestion that Congress step in to regulate this complicated field has 
been offered many times in the past by impressive authorities.2? It is hoped that 


16 27 Cal. 2d 705, 166 P.2d 861 (1946). 

17 Cf. the argument of Justice Clark, 358 U.S. 450, 460, 79 Sup. Ct. 357, 363, writing 
for the majority, with that of Justice Whittaker, 358 U.S. 450, 493, 79 Sup. Ct. 357, 377, 
writing for the dissent. See also, Hellerstein, State Taxation of Interstate Business Under 
the Commerce Clause, § J. TaxaTIon 303, 304 (1956). 


18 Supra note 12. 

19 Apparently, the vitality of the Spector case remains unimpaired by the instant 
decision. 358 U.S. 450, 463, 79 Sup. Ct. 357, 365. 

20 358 U.S. 450, 476, 79 Sup. Ct. 357, 382. 

21 [bid. 


22 HARTMAN, STATE TAXATION OF INTERSTATE COMMERCE 275-85 (1953); Barrett, 
Substance v. Form in the Application of the Commerce Clause to State Taxation, 101 
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the instant decision, offering incentive to all of the states who have not already 
- done so to enact net income taxes, will serve as an impetus to a congressional 
solution of the problem. 


KeEnnetu F. Ritz 


CONSTITUTIONAL LAW-—Successive Federal and State Prosecutions Based 
Upon the Same Conduct Not a Violation of Due Process. (United States) 


In two recent cases the Supreme Court has reconsidered whether successive 
federal and state prosecutions based upon the same conduct violate the double 
jeopardy interdictions of the fifth or fourteenth amendments. In Abbate v. 
United States,) defendants, participants in a plot to dynamite facilities of a tele- 
phone company during a labor dispute, pleaded guilty in a state court and were 
sentenced to three months imprisonment under an Illinois statute making it a 
crime to conspire to injure or destroy the property of another.? Subsequently, 
a conviction based upon the same acts was rendered in a federal district court 
under federal statutes making criminal the conspiracy to destroy integral parts 
of communication systems operated or controlled by the United States.? In 
Bartkus v. Illinois, defendant was tried and acquitted in a federal district court 
for robbery of a federally insured savings and loan association.5 Three weeks 
later he was indicted and convicted by the State of Illinois under a robbery 
statute ® and sentenced to life imprisonment as a habitual criminal.? The con- 
viction was affirmed by the Illinois Supreme Court against a plea of double 
jeopardy.8 On certiorari, the convictions of all defendants were affirmed by the 
Supreme Court, with three justices dissenting in the Abbate case and four in the 
Bartkus case.® The Court held in Abbate that the double jeopardy clause of the 


U. Pa. L. Rev. 740 (1953); Dowling, Introduction, State Taxation of Multistate Business, 
18 Onto St. L.J. 3 (1957). 

1359 U.S. 187, 79 Sup. Ct. 666 (1959). 

2 Ti. Rev. Stat. c. 38, § 139 (1957). 

3247 F.2d 410 (Sth Cir. 1957), cert. granted, 355 U.S. 902, 78 Sup. Ct. 330 (1957). 
The federal statutes involved were 18 U.S.C. § 371 (1952) (making conspiracy to commit 
an offense against the United States a crime), and 18 U.S.C. § 1362 (1952) (making 
criminal the injuring of a means of communication operated or controlled by the 
United States). 

#359 USS. 121, 79 Sup. Ct. 676 (1959). 

518 U.S.C. § 2113 (1952) (making criminal the robbery of federally insured bank- 
ing institutions). 

6 Itt. Rev. Srart. c. 38, § 501 (1957). 

7 Id. § 602 (punishment of habitual criminals). 

87 Ill. 2d 138, 130 N.E.2d 187 (1955), aff'd by an equally divided court without 
opinion, 355 U.S. 281, 78 Sup. Ct. 336 (1958), rehearing granted, 356 U.S. 969, 78 Sup. 
Cr. 1004 (1958). 

® While agreeing with the majority on the central issue of successive prosecutions 
for the same act by nation and state, Mr. Justice Brennan dissented in Bartkus on the 
ground that the federal participation in the Illinois trial was so complete as to be, in 
essence, a second federal prosecution which would be barred by the fifth amendment. 
Mr. Justice Brennan carefully examined the record, contending that federal resources 
were intimately involved in procuring the state conviction, producing indirectly, by use 
of state machinery, a result that could not be constitutionally attained by use of federal 
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fifth amendment is not a bar to federal trial subsequent to state prosecution for 
the same acts; in Bartkus the Court held, consistently with Abbate, that the due 
process clause of the fourteenth amendment does not forbid state trial of a de- 
fendant previously prosecuted by the federal government for the same conduct. 

The concept that, in contradistinction to normal double jeopardy principles,!® 
two sovereigns may successively prosecute where the same act transgresses the 
law of each did not find initial expression in the principal cases. After a few 
inconclusive and inconsistent state court decisions which had served merely to 
point up the problem,!! Supreme Court recognition and approval of the “dual 
sovereignties” rules commenced in Fox v. Obio 12 and received further elucida- 
tion in United States v. Marigold }3 and Moore v. Illinois.14_ Although these cases 
involved only threatened successive prosecutions,!> the Court stated in Moore 
that there could be no doubt that both sovereigns could punish an act violating 
the laws of each. In United States v. Lanza 1® the Court was directly confronted 
with the issue of the Abbate case—state conviction followed by federal con- 


machinery. The majority summarily dismissed this argument, stating that the record 
did not support the claim that the state was merely a tool utilized in avoiding the fifth 
amendment. 

Because of the conflicting interests involved, this seemingly collateral point has 
wide implications. Against the extreme need of cooperation between various law en- 
forcement agencies must be balanced the basic principle that no action may be taken in- 
directly which is unconstitutional if done directly. Cf. Smith v. Allwright, 321 U.S. 649, 
64 Sup. Ct. 757 (1949). It seems possible that the majority, wishing a clear cut decision 
in this highly controversial and important area, refused to consider thoroughly Mr. 
Justice Brennan’s contention. 

10 Under normal double jeopardy principles, an individual accused of a crime may 
be subjected to only one trial for that offense. This concept is embodied in the fifth 
amendment to the United States Constitution, which states: “[NJor shall any person 
be subject for the same offense to be twice put in jeopardy of life or limb. .. .” The 
concept is present in either the constitutions or the common law of all the states. 53 
Nw. ULL. Rev. 521, 524 (1958). For expansion of the general principle and comment on 
“fringe area” cases, see Coe, Double Jeopardy and the Due Process Clause of the Four- 
teenth Amendment, 13 Law. Guitp Rev. 84 (1953); Kircheimer, The Act, the Offense, 
and Double Jeopardy, 58 Yate L.J. 513 (1949); Slovenko, The Law on Double Jeopardy, 
30 Tut. L. Rev. 409 (1956); 1958 U. ILL. L.F. 309, 472; and material cited in Forrester, 
Cases ON CoNSTITUTIONAL Law 842-43 (1959). 

11 F.g., Harlan v. People, 1 Douglass 207 (Mich. 1843) (prior prosecution acts as 
bar); Hendricks v. Commonwealth, 32 Va. (5 Leigh) 707 (1834) (prior prosecution not 
bar). 

1246 U.S. (5 How.) 410 (1847). 

13 590 U.S. (9 How.) 650 (1850). 

1455 U.S. (14 How.) 13 (1852). 

15 Since this series of cases did not involve actual successive prosecutions, but arose 
out of contentions that state statutes punishing acts also made criminal by federal 
statutes were, because of the possibility of successive prosecution, unconstiutional, these 
decisions are not directly in point as regards the instant cases. 


16 260 U.S. 377, 43 Sup. Ct. 141 (1920). Lanza was convicted in a state court for 
violating a state prohibition statute and subsequently convicted under the Volstead Act 
in a federal district court for the same act. The Lanza decision has been characterized as 
one of the great decisions of the Supreme Court “which are landmarks in the growth 
of our American Constitutional system,” CusHMAN, LEADING CONSTITUTIONAL DECISIONS 
83 (11th ed. 1958), and has received similar treatment in Corwin, THE CoNnSTITUTION, 
ANNOTATED 841 (1953). 
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viction for the same act—and unanimously held that the fifth amendment 
double jeopardy clause does not bar the second prosecution.17 The Lanza rule, 
since characterized by Mr. Justice Holmes as “too plain to need more than a 
statement,” 18 has often been reiterated but never seriously challenged until the 
principal cases.19 

Although different sections of the Constitution were involved—the fifth 
amendment in Abbate and the fourteenth in Bartkus 2°—and the opinions were 
written by different justices, both cases were affirmed upon the same two broad 
grounds. Mr. Justice Brennan,?! speaking for the Abbate majority, and Mr. 
Justice Frankfurter in Bartkus traced the unbroken line of precedent culminat- 
ing in Lanza which held the earlier state prosecution no bar to later federal 
trial. While Bartkus, a case of first impression, presents the reverse order of 
prosecution from Lanza, reliance upon the latter case is clearly proper since, if 
successive prosecutions do not violate the fifth amendment, they surely do not 
violate the fourteenth.??, Each justice concluded that such heretofore unques- 
tioned authority was, of itself, sufficient to base a decision upon, and that over- 


17 The Court reasoned in Lanza that under a contrary holding a state might punish 
liquor violations with nominal penalties and start a race to state courts to escape 
federal prosecution. The Lanza decision has been sharply criticized in Grant, Successive 
Prosecutions by State and Nation: Conrmon Law and British Empire Comparisons, 4 
U.C.L.A.L. Rev. 1 (1956), and Grant, The Lanza Rule of Successive Prosecutions, 32 
Cotum. L. Rev. 1309 (1932). The major contention of these criticisms was that the 
British Empire, from whence our double jeopardy principles stem, has always followed 
the view that a prior trial, even by another nation, may be pleaded in bar of a later 
prosecution for the same acts, and there is no reason for nation and state to be more 
foreign than England and France. This contention was made in the Bartkus case and 
rejected by the majority. 359 U.S. 121, 128 n.9, 79 Sup. Ct. 676, 681 n.9 (1959). 


18 Westfall v. United States, 274 U.S. 256, 258, 47 Sup. Cr. 629 (1927). 


19 See, e.g., Jerome v. United States, 318 U.S. 101, 63 Sup. Ct. 483 (1943); Hebert v. 
Louisiana, 274 U.S. 312, 47 Sup. Cr. 103 (1926); Rios v. United States, 256 F.2d 173 (9th 
Cir. 1958). 

*0 The Bartkus opinion contains a lengthy and scholarly dissertation, replete with a 
detailed appendix covering state constitutional provisions, on whether the fourteenth 
amendment was intended to apply the first eight amendments to the states in the same 
manner as they apply to the federal government. It has long been established that the 
fourteenth amendment does mot incorporate the Bill of Rights im toto. See, e.g., Adamson 
v. California, 332 U.S. 46, 67 Sup. Ct. 1672 (1947); Palko v. Connecticut, 302 U.S. 319, 
58 Sup. Ctr. 149 (1937); Twining v. New Jersey, 211 U.S. 78, 29 Sup. Cr. 14 (1908). 
Even if the fifth amendment double jeopardy clause were subject to undisclosed in- 
corporation into the fourteenth amendment due process clause, it would not change the 
result in Bartkus, since the Court, in Abbate, held that successive prosecutions do not 
violate the fifth amendment. Apparently, the Court merely took this opportunity to 
restate its earlier position. 

21In Abbate Justice Brennan took the rather unusual step of writing a separate 
opinion, neither concurrence nor dissent, in the form of a “caveat” covering a point 
raised in the government’s brief. The government had argued that since different 
interests were protected by the state and federal statutes, the convictions were not for 
the “same offense” under the terms of the fifth amendment. Mr. Justice Brennan states 
that the same reasoning would apply if both statutes were federal, creating the inference 
that the federal government could thus try an accused twice. Although not objecting 
to double punishment arising out of a single trial, Mr. Justice Brennan warns that ex- 
tinction of the fifth amendment protection would result if double trials could, under 
the above contention, take place. 


22 See note 20 supra. 
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ruling precedent of this magnitude required extremely persuasive reasons. They 
not only failed to find such reasons, but, in perhaps the central theme of the 
majority opinions, found that the overruling of Lanza would result in derogation 
of the federal system. The Bartkus opinion emphasized the necessity for main- 
taining the safeguards against arbitrary government supposedly inherent in 
federalism 7 and felt it antithetic to a federal system for federal authorities to 
have the power, by prosecuting for minor federal offenses, to preclude en- 
forcement of state laws. The identical sentiment, while not as clearly articulated, 
is implicit in Abbate in which Mr. Justice Brennan, utilizing the Lanza rationale, 
stated that federal law enforcement would be hindered if prior state prosecution 
precluded subsequent federal action. 

Mr. Justice Black, dissenting along similar lines in each case, mounted an 
impassioned, many-faceted attack upon the majority opinions.24 He presented a 
historical argument indicating that the drafters of the fifth amendment declined 
to word the double jeopardy clause in a manner which would have allowed 
successive prosecutions.25 The Justice argued further that the dangers to federal- 
ism so heavily relied upon by the majority were illusory, since the only areas 
in which double prosecutions are possible are those in which a constitutional 
grant of power has been made to the federal government, areas where Congress 
could protect both nation and state by defining the crime and setting minimum 
penalties, or by taking complete jurisdiction.26 Thus the dissent answered the 
majority contentions that if Lanza were overruled one sovereign might, by 
establishing small penalties in areas of concurrent power, vitiate the laws of the 
other. In a similar vein, Mr. Justice Black maintained that since the federal 
system was designed to secure the basic freedoms, use of “federalism” to deny 
these freedoms is “a misuse and desecration of the concept.” 27 

The heart of the dissenting argument is the contention that successive 
prosecutions violate the principles “implicit in the concept of ordered liberty,” 28 
contravening the strictest view of the fourteenth amendment. Mr. Justice Black 
epitomizes this position as he states: 


“The Court apparently takes the position that a second trial for the same 
act is somehow less offensive if one of the trials is conducted by the Federal 
Government and the other by a State. Looked at from the standpoint of 
the individual who is being prosecuted, this notion is too subtle for me to 


28For an expression of doubt as to whether the values claimed for the American 
federal system are inherent in federalism as such, see NEUMANN, Federalism and Free- 
dom: A Critique, in FepeRALIsM MatTuRE AND EMERGENT 44 (1955). 

24It is worthy of note, in accentuating the intense feelings of the justices in the 
instant cases, that Mr. Justice Black added several extemporaneous phrases of emphasis 
to his written opinion when he delivered it from the bench. N.Y. Times, March 31, 
1959, § 4, p. 8 

25 See 53 Nw. L. Rev. 521, 526 (1958), for further documentation of this view. 

26 The dissent also points out that if a state trial was found to be a sham, no prior 
jeopardy would be present and a later federal trial would be constitutional. In 53 Nw. 
L. Rev. 521 (1958), a note writer has suggested that a possible means of assuring that 
federal law enforcement would not be endangered would be a Congressional provision 
that no state could prosecute for a crime made punishable under a federal law until 
some specified time after notifying the United States Attorney, so that the federal 
government might have first chance to prosecute. 

27 Bartkus v. Illinois, 359 U.S. 121, 155, 79 Sup. Ct. 676, 698 (1959). 

28 Palko v. Connecticut, 302 U.S. 319, 325, 58 Sup. Ct. 149, 152 (1937). 
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grasp. If double punishment is what is feared, it hurts no less for two 
~ “Sovereigns” to inflict it than for one.” 29 


Any constitutional issue of federal-state relationship naturally involves 
complicated questions of policy and the balancing of local and national interests; 
when this issue finds genesis in a controversy comprehending constitutional 
protection of personal rights, application of the balancing process becomes in- 
finitely more difficult. However, the result compelled by the balancing process 
in the instant cases seems clearly to be that propounded by the dissent; the 
doctrine of successive prosecutions by two sovereigns should be held violative 
of both the fifth and fourteenth amendments. 

It is obvious that even the majority recognizes the universal abhorrence of 
double prosecutions in suggesting that, although such prosecutions are con- 
stitutionally valid, Congress might adopt provisions in criminal statutes specifically 
barring a second prosecution where defendant has been previously tried by 
another government for identical acts.3° Since the sole justification given for 
reaching a conclusion with which the Court admittedly is in little sympathy ®4 
is the supposed danger to the federal system,3? successful impeachment of that 
premise would a fortiori preclude the result reached in the principal cases. 

Apparently the Court fails to realize that federalism is a means to an end 
and not an end in itself. It is an instrumentality designed to counter the cor- 
rupting influence of absolute power in a centralized government, under the 
theory that power can be checked only by power.*? By guarding against the 
arbitrary use of power, the federal system is thus a means of securing and pro- 
tecting individual rights. When an instrumentality is protected at the expense 
of the personal rights which the instrumentality is designed to foster and safe- 
guard, the logical inconsistency is apparent. And when, following the argument 
of the dissent, it would be possible to protect both the instrumentality of federal- 
ism and the raison d’etre of federalism—the preservation of personal rights—it 
would seem that the only result possible is that advocated by the dissent. 

Perhaps an unspoken reason behind the principal decisions was a fear that 
any federal civil rights legislation might be vitiated by a contrary holding, since 
a segregationist state might impose small penalties in areas of such legislation and, 
by prior prosecution, overrule the expressed federal policy. The dissent’s proposi- 
tion that Congress could forestall such a result is weakened here due to the 
political difficulty inherent in enacting corrective civil rights legislation.24 How- 


29 Bartkus v. Illinois, supra note 27, at 155, 79 Sup. Ct. at 697. 

30 The widespread distaste of successive prosecutions is evident in the newspapers 
and periodicals commenting on the principal cases. Time, April 13, 1959, p. 26; Chicago 
Daily News, April 10, 1959, p. 14, col. 1-2; Chicago Daily Tribune, April 6, 1959, § 3, 
p. 12. Further evidence is the adoption by many states of statutes providing that prosecu- 
tion in another state bars subsequent trial in that state. Statutes are collected in ALI 
Mopvet Penat Cope § 1.11, comment (Tent. Draft No. 5, 1956). Subsequent to the 
Bartkus case, Illinois has enacted legislation providing that it shall be a sufficient defense 
in trial for violation of an Illinois criminal law to show that there has been prior federal 
prosecution for the same conduct. Ill. Laws 1959, H.B. 1149. 

$1 Bartkus v. Illinois, supra note 27, at 138, 79 Sup. Ct. at 686. 

82 The alternative ground of decision, the unquestioned line of precedent, is also 
based upon the alleged danger to federalism. See note 17 supra. 

38 THe Feperaist No. 9 (Hamilton); Neumann, supra note 23, at 45. The majority 
in Bartkus also states that the purpose of federalism is to insure against arbitrary use 
of power. 

34See note 26 supra. 
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ever, potential danger to civil rights in future cases does not justify abrogating 
constitutional protection currently needed. 

Of course, the constitutional safeguards jeopardized by the approval of the 
dual sovereignty doctrine might be, in a measure, revitalized by legislative ac- 
tion 35 or the use of administrative discretion on the part of prosecutors.3¢ 
While proper use of either of these alternatives is not to be condemned, it is 
submitted that constitutional rights should not be dependent upon either the 
timely exercise of legislative power or upon the subjective opinion of an ad- 
ministrative official as to what are “compelling” reasons for withholding a second 
prosecution.37 Proper interpretation of the Constitution would safeguard these 
rights without risking recourse to such agencies. 

In the thirty years since Lanza the Court has changed from unanimity to 
narrow division with a strong dissent; it is hoped that the succeeding years will 
be as fruitful. 

Frep H. Barttit, Jr. 


LABOR RELA TIONS—Boara’s Certification of Bargaining Unit in Clear Viola- 
tion of Labor Management Relations Act May Be Set Aside by District Court. 
(United States) 


In a certification proceeding, the National Labor Relations Board included 
nine non-professional employees in a unit containing 233 professional employees 
because of a “close community of employment interest. . . .” The union seeking 
to represent the professional employees objected on the ground that the Board’s 


35 For Congressional recognition of one of the collateral problems created by the 
dual sovereignties concept, see 18 U.S.C. § 3486 (Supp. V, 1958). See also H.R. Rep. No. 
2606, 83d Cong., 2d Sess. 7 (1954) (explicit comment by the Committee on the Judiciary 
upon the dual sovereignty problems encountered in drafting the Immunity Act of 1954, 
supra). Realizing that the federal government may constitutionally compel self-in- 
criminating testimony under a grant of federal immunity from prosecution without pro- 
viding similar immunity from state action, see United States v. Murdock, 289 U.S. 141, 
52 Sup. Cr. 63 (1931), Congress placed in the Immunity Act, supra, a grant of immunity 
from state prosecution. This legislation was upheld in Ullmann v. United States, 350 U.S. 
422, 76 Sup. Ct. 497 (1958). 

As suggested by the Bartkus majority, Congress could adopt provisions in 
criminal statutes barring federal action where the accused has already been tried in a 
state court. In Ullmann v. United States, supra, the Court held that Congress 
had the power to restrict state prosecutions where federal immunity from prosecution 
had been granted. Since the Immunity Act, supra, grants immunity only in cases 
involving danger to national security, the Court found the power in Congress’ para- 
mount authority in respect to national security. It appears doubtful that, in a 
Bartkus-type situation, Congress could constitutionally foreclose state prosecution 
simply because such prosecution followed a federal trial for the same acts. Legislative 
action would thus create a rather inconsistent solution to the problem since successive 
prosecutions would be barred in Abbate but not in Bartkus. 

36 Exemplifying the use of administrative discretion, United States Attorney General 
William P. Rogers issued, subsequent to the principal cases, a memorandum to all 
United States Attorneys ordering them to check personally with him before initiating 
action in cases of possible successive prosecution. Chicago Daily News, April 10, 1959, 
p. 14, col. 1-2. He stated that there would be no later federal trial unless the reasons 
were “compelling.” 

37 See note 36 supra. 
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action was in violation of section 9(b)(1) of the National Labor Management 
~ Relations Act! which requires prior approval by the professional employees 
before non-professional workers may be placed in the same bargaining unit with 
them. A request for the required vote on the issue was denied by the Board. 
After election as bargaining agent of the unit, the union sought equitable relief 
in the district court to set aside the action of the Board as exceeding its statutory 
power. The Board argued that the remedy provided by the Labor Management 
Relations Act (LMRA) was exclusive and that the district court lacked jurisdic- 
tion. The district court granted the plaintiff’s motion for summary judgment and 
the court of appeals affirmed. On certiorari, held: Affirmed (two justices dis- 
senting). Since the Board’s action was in clear violation of a specific statutory 
provision, plaintiff was not limited to the review provided by the LMRA but 
could seek equitable relief in a district court. Leedom v. Kyne, 358 U.S. 184, 
79 Sup. Cr. 180 (1958). 

The LMRA provides that final unfair labor practice orders issued by the 
Labor Board are directly reviewable in a federal court of appeals.? It has been 
held that certifications by the Board in representation proceedings are not final 
orders within the provisions of the act and thus may not be directly reviewed.3 
Since a certification, in itself, carries no mandate of obedience, it may be dis- 
regarded by the parties concerned. However, the Board’s action may be subject 
to challenge when the certification is ignored and a complaint of unfair labor 
practice is predicated upon the ruling.5 

Since no final unfair labor practice order had been issued in the instant case, 
review under sections 9 and 10 was impossible. The Board argued, nevertheless, 
that the review provided for by these provisions was exclusive and precluded 
the plaintiff from seeking any other form of relief. The determination of this 
issue depends, of course, upon the intent of the legislature as discerned from the 
purpose, history, and language of the statute.® 

In Switchmen’s Union v. National Mediation Board? the purpose, language, 
and history of the Railway Labor Act, a statute similar to the LMRA, were 


1“(T)he Board shall not (1) decide that any unit is appropriate .. . if such unit 
includes both professional employees and employees who are not professional employees 
unless a majority of such professional employees vote for inclusion in such unit. .. .” 
National Labor Management Relations Act (Taft-Hartley Act) § 9(b) (1), 61 Strat. 143 
(1947), 29 U.S.C. § 159(b) (1) (1952). 

2LMRA §§ 9(d), 10(e), (f), 61 Srat. 143 (1947), 29 U.S.C. §§ 159(d), 160(e), (f) 
(1952). 

3 AFL v. NLRB, 308 U.S. 401, 60 Sup. Cr. 300 (1940); accord, NLRB v. Inter- 
national Bhd. of Elec. Workers, 308 U.S. 413, 60 Sup. Ct. 306 (1940); American Export 
& Import Co. v. O’Neill, 221 F.2d 829 (D.C. Cir. 1954); United Employees Ass’n v. 
NLRB, 96 F.2d 875 (3d Cir. 1938). 

4 United Employees Ass’n v. NLRB, supra note 3. 

5 Pittsburgh Plate Glass Co. v. NLRB, 313 U.S. 146, 61 Sup. Cr. 908 (1941); 61 
Strat. 141 (1947), 29 U.S.C. § 158(a) (5) (1952). This is accomplished when the employer 
ignores the Board’s certification and refuses to bargain with the chosen bargaining agent 
after being ordered to do so by the Board. He may then be charged with an unfair 
labor practice and the Board’s decision and order are reviewable in a court of appeals. 
On review, the entire proceedings, including the original certification, are open to 
examination. 

6 Switchmen’s Union v. National Mediation Bd., 320 U.S. 297, 64 Sup. Crt. 95 (1943); 
Madden v. Brotherhood of Transit Employees, 147 F.2d 439 (4th Cir. 1945). 


7 Supra note 6. 
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considered to determine whether its provisions precluded review other than 
that specified. The plaintiff union, contending that the workers should have 
been divided into smaller voting groups, brought suit in a district court to cancel 
the Mediation Board’s certification of another union as representative of all the 
yardmen in the railyards of the New York Central Railway. The statute made 
no provision for review of the certification by the Board. After reviewing the 
legislative background of the act and emphasizing that it expressly provided for 
direct review in two other instances, the Supreme Court concluded that the 
district court was without jurisdiction to review the certification by the Board. 

A similar examination of these factors in regard to the LMRA would seem 
to indicate that Congress intended the review afforded by sections 9 and 10 to 
preclude all other means of review. The purpose underlying the act was to 
achieve industrial peace and harmony through collective bargaining, and it was 
feared that this purpose would be defeated by the allowance of time-consuming 
judicial review.’ In the congressional hearings and debates upon the bill, the pro- 
ponents of the act emphasized that the review provided for was to be exclusive 
and complete.® Such review was available only after an election had been held 
and the employer had been ordered to do something predicated upon the results 
of that election.!° 

However, in two previous decisions 11 the Supreme Court intimated that 
resort might be had to the equity jurisdiction of the district courts where action 
by the Labor Board was in violation of a statutory or constitutional right and the 
remedy provided by the statute was inadequate. The most pointed dictum oc- 
curred in AFL v. NLRB.2 In answer to the Board’s argument that the pro- 


8S. Rep. No. 573, 74th Cong., Ist Sess. 5-6 (1935); H.R. Rep. No. 1147, 74th Cong., 
Ist Sess. 7 (1935). When the Taft-Hartley amendments were under consideration, a 
House resolution provided for direct review of Board certifications as from final un- 
fair labor practice orders. H.R. Res. 3020, 80th Cong., Ist Sess. § 10(f) (1948). The 
Senate rejected this amendment and in conference the Senate view prevailed. H.R. 
Con. Rep. No. 510, 80th Cong., Ist Sess. 56-57 (1948). “[Sluch provision would permit 
dilatory tactics in representative proceedings.” Sen. Taft, 93 Conc. Rec. 6444 (1948) 
(minority report). In an earlier hearing on a similar proposal, it was stated, “It would 
be injurious to employees generally and to the public interest to delay the right of the 
employer to acquiesce in these determinations. It would tend strongly to bring back 
conditions under which peaceful negotiations would be checked indefinitely. ... I fear 
the proposal opens the doors wide to defeat of the great purposes of the Act... . It is 
better to suffer dissatisfaction with some unit determinations than to have each bound 
up in long drawn out litigation easily initiated by rival or minority groups. You would 
afford a method for the destruction of collective bargaining by this provision.” Chas. 
Fahey, Counsel for the NLRB, Hearings Before the Committee on Education and Labor 
of the United States Senate, 76th Cong., Ist Sess. 460-63 (1939). 

® “Section 9(d) of the bill makes clear that there is to be no court review prior to 
the holding of the election and provides an exclusive, complete and adequate remedy 
whenever an order of the Board made pursuant to section 10(c) is based in whole or in 
part upon facts certified following an election or other investigation pursuant to sec- 
tion 9(c). The hearing required to be held in any investigation provides an appropriate 
safeguard and opportunity to be heard.” H.R. Rep. No. 1147, 74th Cong., 1st Sess. 23 
(1935). Cf. S. Rep. No. 573, 74th Cong., Ist Sess. 14 (1935). 

1079 Cone. Rec. 7658 (1935). 

11Inland Empire Council v. Millis, 325 U.S. 697, 65 Sup. Cr. 1316 (1945); AFL v. 
NLRB, 308 U.S. 401, 60 Sup. Cr. 300 (1940). 

12 Supra note 11. 
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visions of the statute foreclosed review of its challenged action by an inde- 
pendent suit in the district court, the Court stated: 


“But that question . . . . can be appropriately answered only upon a 
showing in such a suit that unlawful action of the Board has inflicted an 
injury on the petitioners for which the law, apart from the review pro- 
visions of the . . . [statute], affords a remedy. This question can be prop- 
erly and adequately considered only when it is brought to us for review 
upon a suitable record.” 18 


Subsequently, a number of cases arose in the lower federal courts in which 
statutory or constitutional violations were asserted as grounds for seeking review 
in the district courts.14 In general, the exception suggested by the Supreme 
Court was recognized in these decisions, though in most of them no statutory 
or constitutional violations were found.!> For example, in De Pratter v. Farmer 16 
the plaintiff sought to enjoin the certification of another union on grounds that 
certain employees had been deprived of their right to vote. The Court of Appeals 
for the District of Columbia stated that the district court could have jurisdiction 
if it were shown that the Board had committed some unlawful action by way 
of departure from the requirements of the statute or due process of law. On the 
facts of the case it could not be found that the action was plainly beyond the 
Board’s statutory power. In an earlier case in the same circuit,!17 however, action 
by the Board requiring officers of unions to affirm non-communist affidavits or 
be barred from participation in representation proceedings had been held to be 
beyond the scope of its authority and the certification was enjoined. 

In the instant case a clear violation of statute was shown; 18 thus, the re- 


13 308 U.S. at 412, 60 Sup. Cr. at 305-06. 

14De Pratter v. Farmer, 232 F.2d 74 (D.C. Cir. 1953); Farmer v. United Elec. 
Workers, 211 F.2d 36 (D.C. Cir. 1953); Volney Felt Mills v. LeBus, 196 F.2d 497 (5th 
Cir. 1952); Air Line Dispatchers Ass’n v. National Mediation Bd., 189 F.2d 685 (D.C. 
Cir. 1951); International Union of Operating Eng’rs, Local 148 v. International Union 
of Operating Eng’rs, Local 2, 173 F.2d 557 (8th Cir. 1949); Fay v. Douds, 172 F.2d 720 
(2d Cir. 1948); Fitzgerald v. Douds, 167 F.2d 714 (2d Cir. 1948); Madden v. Brother- 
hood of Transit Employees, 147 F.2d 439 (4th Cir. 1945); Reilly v. Millis, 144 F.2d 259 
(D.C. Cir. 1944), cert. denied, 325 U.S. 879, 65 Sup. Cr. 1566 (1945); New Bedford 
Loomfixer’s Union v. Alpert, 110 F. Supp. 723 (D. Mass. 1953); Klein v. Herrick, 41 
F. Supp. 417 (S.D.N.Y. 1941). 

15 See, e.g., Fay v. Douds, supra note 14; New Bedford Loomfixer’s Union v. 
Alpert, supra note 14. In several cases it was held that even if there was a statutory or 
constitutional violation by the Board the sole remedy was that provided by the act. 
Volney Felt Mills v. Le Bus, supra note 14; International Union of Operating Eng’rs, 
Local 148 v. International Union of Operating Eng’rs, Local 2, supra note 14; Madden 
v. Brotherhood of Transit Employees, supra note 14. 

16 Supra note 14. 

17Farmer v. United Elec. Workers, supra note 14. 

18 Section 9(b)(1) of the LMRA provides that the Board “shall not” include 
professional employees and non-professional employees in the same bargaining unit 
unless the professional employees vote for such inclusion. The purpose of this section 
was to protect the professional workers from being enveloped in a unit in which the 
non-professionals constituted a majority. The Labor Board, on the basis of this purpose, 
interpreted the section as requiring approval by the professional workers only when 
they were in the minority of the unit for only then would they need protection. 
Leedom v. Kyne, 358 U.S. at 198, 79 Sup. Ct. at 189 (dissenting opinion). 

In view of the difficulties inherent in the Board’s interpretation of the section, 
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quirement of an infringement of statutory or constitutional right was satisfied. 
The previous decisions in the lower federal courts had indicated that petitioners 
would also have to show substantial injury and the lack of an adequate remedy 
at law in order to obtain the aid of equity.19 These additional requirements seem 
to have been applied by the Supreme Court in the instant case. The Court ap- 
parently regarded the injury as substantial since the professional employees were 
completely deprived of a “right” created by Congress.2° In addition, the union 
had no effective remedy, since (1) an employer is not necessarily aggrieved by 
the Board’s certification, and is therefore not likely to give the union grounds 
for a charge of unfair labor practice by refusing to bargain; (2) the union’s 
refusal to bargain is not likely to cause the employer to charge it with an unfair 
labor practice, for the employer would then be free to deal with the employees 
individually; and (3) a non-professional employee might hesitate to compel the 
union which had sought to exclude him from the bargaining unit to act as his 
bargaining agent. Thus the plaintiff not only made out a clear violation of statute 
but also established a substantial injury and the lack of an adequate remedy at 
law. 

Granting independent relief, while providing an effective remedy for an 
injured union, could lead to abuse. Both unions and management, by bringing 
actions in the district courts under allegations of unlawful action by the Board, 
may attempt to delay the commencement of collective bargaining. Since such 
delay would tend to undermine the express purpose of the LMRA—the peaceable 
settlement of labor disputes through collective bargaining—it is urged that the 
district courts adopt a restrictive attitude and take jurisdiction only where 
violation of the statute, substantial injury, and the lack of an adequate remedy 
are clearly indicated. 


Ravpu L. Brit 


MONOPOLIES—Proposed Merger of Nation’s Second and Sixth Largest Steel 
Companies Violates Clayton Act § 7. (Federal) 


The nation’s second and sixth largest steel companies sought to merge. On 
the Government’s suit to prevent the proposed merger on the ground that it 
violated section 7 of the Clayton Act as amended in 1950,! Held: Proposed 


one wonders at the wisdom of the Board’s decision to appeal. There was little to be 
gained by reversal while much may have been lost as a result of the affirmance. 

19 Fitzgerald v. Douds, supra note 14; Reilly v. Millis, supra note 14; Klein v. 
Herrick, supra note 14. 

20358 U.S. at 189, 79 Sup. Cr. at 185. In Switchmen’s Union v. National Mediation 
Bd., 320 U.S. 297, 300, 64 Sup. Ct. 95, 97 (1943), it was stated, “If the absence of 
jurisdiction of the federal courts meant a sacrifice or obliteration of a right which 
Congress had created, the inference would be strong that Congress intended the 
statutory provisions governing the general jurisdiction of those courts to control.” 

1“NJo corporation engaged in commerce shall acquire, directly or indirectly, the 
whole or any part of the stock or other share capital and no corporation subject to 
the jurisdiction of the Federal Trade Commission shall acquire the whole or any part 
of the assets of another corporation engaged also in commerce, where in any line of 
commerce in any section of the country, the effect of such acquisition may be sub- 
stantially to lessen competition, or to tend to create a monopoly.” 64 Stat. 1125 (1950), 
15 U.S.C. § 18 (1953). 


‘ 
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merger enjoined. The evidence showed a reasonable probability that the merger 
would, in violation of section 7, substantially lessen competition and tend to 
create a monopoly in certain lines of commerce, both in the nation as a whole 
and in certain sections of the country. United States v. Bethlehem Steel Corp., 
168 F. Supp. 576 (S.D.N.Y. 1958). 

Three basic questions must be resolved in any particular case in order to 
determine whether a merger violates section 7: (1) whether there is an ascertain- 
able “line of commerce” in which both of the merging companies are substantial 
factors, (2) whether there is a section of the country in which trade in that line 
of commerce may be affected by the merger, and (3) whether the merger may 
substantially lessen competition or tend to create a monopoly in that line of 
commerce in that section of the country.2, This opinion goes a long way toward 
giving content to these general terms and removing the uncertainty surrounding 
the importance of amended section 7 as a factor in controlling business conduct. 

In construing “line of commerce” within the meaning of section 73 of the 
Clayton Act, the court avoided the literal approach which had been employed 
in construing identical words in section 2 of the act.* Using legislative history 
as its basis, the court adopted the definition which was felt best designed to carry 
out the congressional purpose,® defining line of commerce as “any product or 
group of products having peculiar characteristics and uses.”® The court pro- 
ceeded to enumerate specific factors in the principal case which made the steel 
products there involved so distinctive as to constitute a line of commerce: 


“Each has unique physical characteristics, is distinct from one another, has 
different end uses, and is recognized by steel producers and consumers as 
a distinct product. Each has its own competitive standards and markets. 
Finally, there are no effective substitutes for any of them.” 7 


Many commentators have raised the question of whether “line of commerce” 
under section 7 should include products which could be substituted for the 


2 United States v. Bethlehem Steel Corp., 157 F. Supp. 877 (S.D.N.Y. 1958). 

3 Because the statute provides that legality of a merger is to be determined by 
examining the effects of the merger on “any line of commerce in any section of the 
country,” supra note 1, the definition of line of commerce may in fact be decisive of 
the case. If an overly restrictive line of commerce is used it may be found that there 
is no section of the country in which both companies are so active in the line that this 
merger would effect it, while if an unduly broad definition of line of commerce is used 
it may lead to so large a market being considered that the effect of the merger will be 
less than substantial. See Comment, 58 Co_um. L. REv. 1269 (1958). 

*Van Camp & Sons Co. v. American Can Co., 278 U.S. 245, 49 Sup. Cr. 112 (1929). 
By deciding that the words “in any line of commerce” were so clear as not to require 
construction the court gave no hint of the specific facts to which this criteria would 
apply. 

5“lThe proscribed] effect may arise in various ways: [1] such as elimination in 
whole or in material part of the competitive activity of an enterprise which has been 
a substantial factor in competition, [2] increase in the relative size of the enterprise 
making the acquisition to such a point that its advantages over its competitors threaten 
to be decisive, [3] undue reduction in the number of competing enterprises, or [4] estab- 
lishment of relationships between buyers and sellers which deprive their rivals of a 
fair opportunity to compete.” 168 F. Supp. at 588, quoting H.R. Rep. No. 1191, 81st 
Cong., Ist sess. 8 (1949). 

6168 F. Supp. at 592. 

TId. at 593. 
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primary product involved.8 Although admitting that there were no effective 
substitutes for the products here involved, the court went on to indicate ® that 
substitute products would not have been included within the line of commerce 
in a section 7 case in any event. However, other parts of the opinion indicated 
that substitute products are not completely irrelevant to a section 7 case, pro- 
vided there is a sufficient degree of interchangeability. For example, the court 
rejected a production flexibility concept 1° on the ground that “while the . . 
producers may be able to shift their production from one product to another, 
the buyers obviously cannot so shift their purchases. . .. The only flexibility the 
buyer has is in the choice of the company from which he buys the product he 
needs.” 11 In another reference to substitute products, the court, citing American 
Crystal Sugar v. Cuban-American Sugar Co.,!2 indicated that a high degree of 
interchangeability may make goods more or less the same product. Read to- 
gether, these statements indicate that, notwithstanding the aforementioned dictum, 
substitute products will be considered as part of the line of commerce if both 
buyer and seller can freely substitute them. 

In defining the section of the country in which the impact of the merger 
must be measured, the court considered both past transactions and future market 
conditions. Thus, while examining the history of dealings in the steel industry 
in order to determine those areas where the merging companies had historically 
been strong factors in competition, the court also emphasized that consideration 
must be given to the possibility that buyers might in the future turn to those 
companies as alternative sources of supply.13 Such a judicial approach accords 
with the prospective aspect of the statute in preventing at the present time those 
mergers which threaten harm in the future.!4 

The court’s inclusion within the definition of the relevant section of the 
country of “all areas where the trade in a product is affected by .. . the trade 
of that product in other areas” 15 must be viewed with considerable caution. So 
broad a definition could result in the same evil inherent in an overly broad 
definition of line of commerce—the inclusion of so large an area that the 
competitive impact of the merger would be reduced to a point less than sub- 
stantial.16 The court obviously intended a narrower application. Although the 
use of this definition did result in the finding of a nation-wide geographic 
market, the court also looked to certain smaller but economically significant 


SE.g., Jinkinson, A Department of Justice Trial Lawyer Looks at the duPont- 
General Motors’ Opinion, 3 Antitrust Butt. 33 (1958) (favors the more restrictive 
market); Note, 66 Yate L.J. 1251 (1957) (feels such a restrictive treatment of market 
definition is hard to justify). 

168 F. Supp. at 593 n.36. 

10By this concept the appropriate line of commerce would not only include 
products actually sold by each company but also would take into account the ability 
of each company to switch from the production of one product to another. 168 F. Supp. 
at 589, 590. 

11 Jd, at $92 n.34. 

12152 F. Supp. 387 (S.D.N.Y. 1957) (holding that beet sugar and cane sugar com- 
prise one market for purposes of testing competitive effects). 

13 168 F. Supp. at 599. 

14S. Rep. No. 1775, 81st Cong., 2d Sess. 4-5 (1950). 

15 168 F. Supp. at 599-600, 

16 See note 3 supra. 


’ 
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areas as geographic units in which to measure the impact of the merger.!7 This 
more localized view of the merger was adopted even though it was conceded 
that “all these regional markets are so inter-related that what happens in one 
has a direct effect in the others.” 18 

In the third area of inquiry, i.e., the determination of a merger’s impact 
upon competition,!® the opinion in the principal case supplies considerable clari- 
fication. Expressly rejecting both the “quantitative” or “qualitative” substantiality 
rule,2 the court instead adopted the criteria set out in the legislative history 
of the act. Viewing this history,?1 the court said: 


“There may be a substantial lessening of competition or tendency to create 
a monopoly where a merger substantially increases concentration, eliminates 
a substantial factor in competition, eliminates a substantial source of supply, 
or results in the establishment of relationships between buyers and sellers 
which deprive their rivals of a fair opportunity to compete.” 22 


The acknowledgment of these as significant individual factors under section 
7 is not new. Prior cases have recognized that among the evils sought to be 
avoided under section 7 are substantial increases in concentration,2* elimination 


17168 F. Supp. at 602. 
18 Td. at 600. 


19 “Fferein lies the principal source of confusion in contemporary policy. Congress 
has acted consistent with the assumption that mergers which may substantially tend 
to lessen competition are easily recognized and that the data necessary to establish the 
fact are readily available to the government. Neither of these assumptions are valid 
for the contemporary merger scene.” Markham, Merger Policy Under the New Section 
7, 43 Va. L. Rev. 489, 511 (1957). 

The perplexity concerning the factors to be considered in assessing impact on 
competition is evidenced in the writings concerning relative weight and importance to 
be given particular elements of the competitive situation. 

The question which seems to have led to most disagreement among writers, ¢.g., 
Handler, Quantitative Substantiality and the Celler-Kefauver Act, 7 Mercer L. Rev. 279 
(1956); Mann, The Perplexing duPont Case: Additional Confusion in the Law of 
Merger, 106 U. Pa. L. Rev. 385 (1958), is whether the “quantitative substantiality” test 
for measuring the effect of a § 3 violation—as developed in Standard Oil Co. of Cal. v. 
United States, 337 U.S. 293, 69 Sup. Cr. 1051 (1949), and International Salt Co. v. United 
States, 332 U.S. 392, 68 Sup. Ct. 12 (1947)—is also to be applied to § 7 cases, in view of 
the substantial identity of the language of the two sections. 

In addition to this controversy are such problems as: the importance to be attached 
to the size of other companies engaged in the same line of commerce, Bowman, /n- 
cipiency Mergers and the Size Question, 1 ANTITRUST BULL. 533 (1956), whether con- 
centration as such is an evil to be prevented through the application of this section, 
Steward & Turner, The Significance of Oligopoly in Acquisition and Exclusive Dealing 
Situations Under the Clayton Act, 25 U. Cinc. L. Rev. 427 (1956), and whether in 
analyzing the impact of the merger as competition the court should also consider what 
measures are apt to be adopted by competitors of the merged company to meet the 
challenge of this new economic unit, Bowman, supra at 841-42. 

Finally, there has been speculation as to the importance to be given business 
reasons for the mergers as defense to a § 7 action, Stedman, The Merger Statute, 52 
Nw. ULL. Rev. 567 (1957). 

20168 F. Supp. at 603 n.51. 

21 H.R. Rep. No. 1191, 81st Cong., Ist Sess. 8 (1949). 

22 168 F. Supp. at 603. 


23 See E. L. Bruce Co. v. Empire Millwork Corp., 164 F. Supp. 446 (S.D.N.Y. 1958); 
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of buyers’ sources of supply,24 and removal of a substantial factor in competi- 
tion.25 And, in United States v. E. 1. duPont de Nemours & Co.,?® the court recog- 
nized the evil in a buyer-seller relationship which “deprived rivals of a chance to 
compete.” However, the present case assembles these individual factors into a 
comprehensive analysis and lists the end results which must be avoided if the 
merger is to be approved. 

The court’s rejection of various grounds of business necessity as justifying 
the proposed merger serves to emphasize the difficulty in avoiding the statute. 
While recognizing, through its remark that no economic setbacks required 
Youngstown’s participation in the merger,2? that even after the 1950 amendment 
it is no violation of section 7 to purchase a failing company,2® the court indi- 
cated that no other business reason would be acceptable as a defense.2® The steel 
companies had argued that the merger, far from decreasing competition, would 
in fact tend to stimulate competition, since it would result in a unit capable of 
challenging the giant of the steel industry, United States Steel Corporation. The 
court rejected this argument 2° on the ground that other members of the steel 
industry might then argue, with equal logic, that additional mergers were needed 
to meet the competition of U.S. Steel and the Bethlehem-Youngstown combine. 
Thus, a chain reaction would ensue, resulting in the very increase of concentra- 
tion which the statute was designed to prevent. 

In summary, the district court’s opinion has dual significance. First of all, it 
indicates that section 7 will be given a broad interpretation to effectuate con- 
gressional purpose, in contrast to the Sherman Act, whose intended power to 
control mergers was substantially weakened through the restrictive judicial 
interpretation to which it was subjected.3! Secondly, and perhaps even more 
important, the case, through its detailed analysis of the problems posed by sec- 
tion 7, furnishes criteria for determining the legality of future mergers. Because 
of the extraordinary size of the companies here involved, it is uncertain to what 
extent the opinion will be followed in more “normal” merger situations involv- 
ing smaller companies. To the extent that the opinion is followed, however, the 
effectiveness of section 7 as a means of economic control will be preserved. 


Cart F. WreNcH 


American Crystal Sugar Co. v. Cuban-American Sugar Co., 152 F. Supp. 387 (S.D.N.Y. 
1957); In the Matter of Pillsbury Mills, Inc., 50 F.T.C. 555 (1953). 

24 Scott Paper Co., Trape Rec. Rep. § 27716 (F.T.C. dkt. no. 6559). 

25 United States v. Maryland & Va. Milk Producers’ Ass’n, Inc., 167 F. Supp. 45 
(D.D.C. 1958). 

26 353 U.S. 586, 77 Sup. Cr. 872 (1957). 

27168 F. Supp. at 617. 

28 See International Shoe Co. v. F.T.C., 280 U.S. 290, 50 Sup. Ct. 89 (1930) (§ 7 
prior to 1950 amendment); United States v. Maryland & Va. Milk Producers’ Ass’n, Inc., 
supra note 25 (decided unde- § 7 as amended in 1950). 

29168 F. Supp. at 617. 

30 bid. Cf. American Crystal Sugar Co. v. Cuban-American Sugar Co., 152 F. Supp. 
387, 399 (1957): “A union of two units of economic significance fails to give rise to a 
presumption that competition is thereby promoted; in the abstract such a union is 
inimical to independent pricing policies, price flexibility, and dispersion of market 
power.” 

31 Baldridge, The Present Status of Large Corporations Under Section 7 of the 
Clayton Act, 3 Antitrust Buty. 25 (1958); Comment, 46 Cau. L. Rev. 266 (1958); 
Note, 66 Yate L.J. 1261 (1957). 
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~ SPECIFIC PERFORMANCE — Mutuality of Remedy Doctrine Repudiated. 
(Illinois) 


Plaintiff, having contracted as an agent, but allegedly without proper written 
authority, sued for specific performance of a contract to purchase land. De- 
fendants’ motion to dismiss the action was granted on the ground that, since the 
Statute of Frauds prevented the plaintiff’s principal from being bound by the 
contract from its inception, the doctrine of mutuality of remedy precluded the 
principal from maintaining the action. As the principal had no standing in equity, 
the plaintiff, likewise could have none. On appeal, held: Reversed (one justice 
concurring). Want of mutuality of remedy at the inception of a contract does 
not bar specific performance. Gould v. Stelter, 14 Ill. 2d 376, 152 N.E.2d 869 
(1958). 

The history of the doctrine of mutuality of remedy ! and the criticisms which 
have led to its rejection in all but a few jurisdictions? have been thoroughly 
covered by the many writers on the subject. The decision in the instant case 
seems to be an overdue acceptance of these criticisms. 

Although many of the Illinois cases dealing with specific performance talk 
in terms of lack of mutuality of remedy,‘ there are only four cases in which 


1 Actually there are two mutuality rules in specific performance cases. The 
“affirmative” rule would allow one party to have specific performance of a contract, 
in a situation not otherwise entitling him to such relief, simply because that remedy 
would have been available to the other had he sought it. See Peck v. Beacon, 274 Ill. 
App. 424 (1st Dist. 1933); Lewis, A Vendor’s Right to Specific Performance, 41 Am. L. 
REcIsTeR (n.s.) 65 (1902). The “negative rule’—the one with which the court was 
concerned in the principal case—requires that a party with an otherwise good case 
for specific performance be denied that remedy if the contract could not have been 
specifically enforced against him by the defendant. Fry, Speciric PERFORMANCE OF Con- 
TRACTS § 286 (1858); Pomeroy, Equity JurisprupENcE § 1405 (5th ed. 1941). The two 
rules lead to inconsistent results if applied to the same facts. Jacob, Mutuality as a Pre- 
requisite to Specific Performance, 8 Ore. L. Rev. 363 (1929); Note, Mutuality of 
Remedy in Kentucky, 26 Ky. L.J. 129 (1938). 


2 Annot., 22 A.L.R.2d 508 (1952). 

3 E.g., Van Zandt v. Heilman, 54 N.M. 97, 214 P.2d 864 (1950); Ames, Mutuality 
in Specific Performance, 3 Cotum. L. Rev. 1 (1903); Cook, Present Status of the 
“Lack of Mutuality Rule,” 36 Yate L.J. 847 (1927); Jacob, supra note 1; Stone, The 
“Mutuality” Rule in New York, 16 Cotum. L. Rev. 443 (1916); Comment, 28 Cauir. 
L. Rev. 492 (1940); Annot., 22 A.L.R.2d 508 (1952). 

4Some of these decisions are really not instances of want of mutuality of remedy 
but rather are situations in which the defendant’s obligation on the contract is imperfect. 
For instance, in some cases the plaintiff’s promise is illusory and does not serve as good 
consideration for the defendant’s promise. See Bauer v. Lumaghi Coal Co., 209 Ill. 316, 
70 N.E. 634 (1904); Winter v. Trainor, 151 Ill. 191, 37 N.E. 869 (1894); Peru Wheel 
Co. v. Union Coal Co., 295 Ill. App. 276, 14 N.E.2d 998 (2d Dist. 1938); cf. Africana 
Loan Ass’n v. Carroll, 267 Ill. 380, 108 N.E. 322 (1915) (contract ultra vires as to the 
plaintiff). In another case, a condition precedent to defendant’s liability had not been 
performed. Tryre v. Ditters, 199 Ill. 189, 65 N.E. 220 (1902); cf. Lancaster v. Roberts, 
144 Ill. 213, 33 N.E. 27 (1893) (the court speaks of mutuality but the facts show the 
defendants concerned were not bound by the contract). In still other cases in which 
mutuality was mentioned the parties to the suit were not parties to the contract. Hotel 
Bldg. Corp. v. Dunlap Hotel Co., 350 Ill. 451, 183 N.E. 397 (1933); Jackson v. Marshall 
178 Ill. App. 27 (1st Dist. 1913); cf. Brown v. Sunderland, 251 Ill. 523, 96 N.E. 516 
(1911) (the obligation for which enforcement was sought was not within the terms of 
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refusal of relief was based squarely on that ground.5 In three of these cases,® the 
plaintiff’s performance involved services which the court regarded as too personal 
in nature to permit specific performance. Therefore, the court felt it would be 
inequitable to order specific performance on the part of the defendant. In the 
fourth, Gage v. Cummings,’ the court denied specific performance of a contract 
to exchange land because the plaintiff, at the time of contracting, did not have 
title to the land he agreed to convey. Gage v. Cummings shows clearly the 
harshness of the mutuality rule, since the plaintiff in that case, prior to suit, had 
obtained the conveyance necessary to perfect the title and was tendering com- 
plete performance. 

In contrast to the relatively few cases actually applying the mutuality rule, 
there was a fully-developed body of exceptions,® questionable distinctions,® and 
apparently inconsistent holdings 1° which were resorted to in order not to apply 
the rule. With the authorities in such a condition, the decision in the principal 
case should have a salutary effect in removing an unnecessary complexity from 
the law of specific performance. 

The abandonment of the mutuality doctrine raises an additional problem for 


the agreement). There are also a number of cases which cannot be considered solely 
as mutuality cases because the rule either was not the ground for the decision or was 
only one of alternative grounds for denying relief. Wloczewski v. Kozlowski, 395 Ill. 
402, 70 N.E.2d 560 (1947) (dual agency of a broker prevented specific performance); 
Barker v. Hauberg, 335 Ill. 538, 156 N.E. 866 (1927) (contract too vague to specifically 
enforce); Wurn v. Berkson, 305 Ill. 231, 137 N.E. 141 (1922) (failure to join an in- 
dispensible party); Cummings v. Martzon, 273 Ill. 45, 112 N.E. 347 (1916) (deception 
practiced by complainant on defendant); B & R Brewing Co. v. Modzelewski, 369 Ill. 
539, 109 N.E. 1058 (1915) (adequate remedy available at law). 

5In a fifth case, Ulrey v. Keith, 237 Ill. 284, 86 N.E. 696 (1908), the court applied 
the mutuality rule to refuse to enjoin breach of a lease. That application of the rule is 
now questionable. 2 SumMeRs, O1r AND Gas § 245 (2d ed. 1938). 

® Welty v. Jacobs, 171 Ill. 624, 49 N.E. 723 (1898); Lee v. Chicago League Ball 
Club, 169 Ill. App. 525 (1st Dist. 1912); Suburban Constr. Co. v. Naugle, 70 Ill. App. 
384 (1st Dist. 1897). 

7 209 Ill. 120, 70 N.E. 679 (1904). The principal case expressly overrules this 
holding. 

8 E.g., Anderson v. Bills, 335 Ill. 524, 167 N.E. 864 (1929); Armstrong Paint Works 
v. Can. Co., 301 Ill. 102, 133 N.E. 71 (1921) (option contracts). The principal case 
contains a listing of other exceptions Illinois has recognized to the rule. Ames, Mutuality 
in Specific Performance, 3 Cotum. L. Rev. 1, 102 (1903), lists eight generally recognized 
exceptions to the rule, while 5 WiListon, Contracts § 1439A (rev. ed. 1937), contains 
an additional four. 

®E.g., Cohen v. Segal, 253 Ill. 34, 97 N.E. 222 (1912) (distinguishing Gage v. 
Cummings and refusing to apply mutuality rule where the owner of the fee contracted 
to convey free of dower but his wife did not sign the contract, the vendor having 
tendered a deed clear of dower rights); Gibson v. Brown, 214 Ill. 330, 73 N.E. 570 
(1905) (refusing to apply mutuality rule where time was not of the essence of the 
contract and the vendor who could not make good title at the time of contracting 
subsequently perfected it and could make good title at the time of decree). 

10 Kuehnle v. Augustine, 333 Ill. 31, 164 N.E. 194 (1928); Mikelaiczak v. Kruppa, 
254 Ill. 209, 98 N.E. 957 (1912). Both cases held, without mentioning Gage v. Cum- 
mings, that a plaintiff who tenders a deed giving vendor what he contracted for is 
entitled to specific performance although the contracts were not mutual at their in- 
ception because calling for conveyance of dower and homestead and not signed by the 
spouse of the vendor. 
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Illinois courts, and one which is not treated in the principal case. That problem 
~relates to the methods which a court should utilize, after ordering a defendant 
to perform, to protect that defendant against the possibility that the plaintiff will 
not perform his part of the contract. This, after all, was the evil that the mutuality 
rule was designed to meet.!! 

The court did indicate, however, in a general way what its approach to this 
problem would be, quoting from a New York opinion by Judge Cardozo: 


“What equity exacts today as a condition of relief is the assurance that the 
decree, if rendered, will operate without injustice or oppression either to 
the plaintiff or defendant. . . . Mutuality of remedy is important in so far 
only as its presence is essential to attainment of that end.” 2 


Although Chief Justice Daily, in his concurring opinion, denounces this as 
an “extremely vague and pliable guide,” 13 it would seem that the area of specific 
performance would be one where flexibility is more to be desired than certainty. 
That very flexibility denounced by the Chief Justice has in fact been advanced 
as “one of the chief merits of the rule. . . .” 14 

Accepting Cardozo’s view as a proper statement of general principles, it still 
remains to devise specific methods of protecting a defendant when such injustice 
or oppression is threatened. 

Obviously, where the plaintiff has already performed or is tendering full 
performance, the defendant is adequately protected,!5 and the court can order 
specific performance without additional safeguards. Likewise, no problem would 
arise where the impediment preventing specific performance of the plaintiff’s 
promise has been removed prior to the time of the decree, since the court could 
simply order specific performance of both sides of the contract. 

The real danger to the defendant arises where the plaintiff has not per- 
formed and the situation is such that, at the time of the decree, his promise is 
still not subject to a decree of specific enforcement. In such a case the de- 
fendant has not yet received the agreed exchange for his performance and yet 
the court is unable to protect him by compelling plaintiff to perform. Professor 
Williston suggested 1 that in such a situation a court either should grant specific 
performance if it is “satisfied” that the plaintiff will perform, taking into account 
his past conduct or strong economic interest in the suit, or else should protect 
the defendant by requiring a bond or by making the plaintiff’s decree condi- 
tional on plaintiff's performance of his part of the contract. These are not abso- 
lute guarantees that plaintiff will perform,17 but their judicious use should prevent 


11awrenson v. Butler, 1 Sch. & Lef. 15, 18 (Ir. 1802); Stone, The “Mutuality” 
Rule in New York, 16 Cotum. L. Rev. 464 (1903). 

12 Gould v. Stelter, 14 Ill. 2d 376, 382, 152 N.E.2d 869, 872 (1959), quoting Epstein 
v. Gluckin, 233 N.Y. 490, 494, 135 N.E. 861, 862 (1922). 

18 Gould v. Stelter, supra note 12, at 384, 142 N.E. 2d at 873 (1958) (concurring 
opinion). 

145 Corsin, Contracts 800 (1951). 

15 Smurr v. Kamon, 301 Ill. 179, 133 N.E. 715 (1921); Oswald v. Nehls, 233 Ill. 438, 
84 NE. 619 (1908). 

16 5 WiLLIsToN, Contracts § 1440 (rev. ed. 1937). 

117Economic interest and past conduct are mere indications the plaintiff wili per- 
form. A bond merely guarantees a defendant will get something but not necessarily 
the agreed exchange. Jacobs, Mutuality as a Prerequisite to Specific Performance, 8 Ore. 
L. Rev. 363, 364 (1929). A conditional decree still leaves performance at the option of 
the plaintiff. Annot., 22 A.L.R.2d 508, 520 (1952). 
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injustices to the defendant in most cases.18 

Although the rule of mutuality was evolved by courts of equity to prevent 
injustice to defendants, it crystallized into an absolute and inflexible rule and 
became instead a means of inflicting injustice on plaintiffs, a result well illustrated 
by Gage v. Cummings. Even though the rule was not often the sole ground for 
deciding an Illinois case, repeated references to it in cases where it was not de- 
cisive created an ever-present danger that an uncritical application would repeat 
that injustice. This danger seems now to have been remedied. 


Cart F, WRENCH 


18 Where the plaintiff has contracted to perform perscnal services for the de- 
fendant, there is a practical impossibility of forcing the plaintiff to supply the quality 
of services contracted for by performing to the best of his ability. Thus, it may be that 
the result reached in such ~ases as Welty v. Jacobs, 171 Ill. 624, 49 N.E. 723 (1898) 
(plaintiff-theatrical agent contracted to supply “first-class artists”); Lee v. Chicago 
League Ball Club, 169 Ill. App. 525 (1st Dist. 1912) (plaintiff contracted to install “as 
fast as possible” seats in a ballpark and to keep them in repair for a ten-year period); 
and Suburban Constr. Co. v. Naugle, 70 Ill. App. 384 (1st Dist. 1897) (plaintiffs con- 
tracted to construct and equip a railroad and to operate it for two years), would still 
be reached after the repudiation of the mutuality doctrine. However, such denial of 
specific performance would result from the exercise of the court’s discretion in view of 
the impossibility of protecting the defendant and not from a mechanical application of a 
doctrine dependent for its application upon the state of facts existent at the time of the 
contract’s execution. 
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